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FEES AND SERVICE CHARGES AS A SOURCE 
OF CITY REVENUES: A CASE STUDY 
OF LOS ANGELES 


J. A. STOCKFISCH * 


vo paper will show how city gov- 
ernments can raise substantial addi- 
tional revenues by imposing fees and 
service charges for many of functions 
they perform, and by conducting their 
enterprise or quasi-enterprise operations 
in accordance with rational pricing prin- 
ciples. For example, during fiscal year 
1957, the City of Los Angeles spent 
$170 million and had receipts of $175 
million. During that same year, had the 
City employed a more systematic and 
rational method of “ pricing ” many of 
its services, it could have raised $69 to 
$74 million, which would have been 
available either for tax relief or for fi- 
nancing additional activities, including 
capital improvements. The failure to 
charge appropriate fees and prices, where 
a justification for doing so exists, caused 
the City of Los Angeles to forego reve- 
nue sources which could have taken care 
of 43 per cent of its actual expenditures. 


* The author is Associate Professor of Business Ad- 
ministration, University of California, Los Angeles; 
and Associate, Planning Research Corporation, of Los 
Angeles. This study is based on Chapters VI and VII 
of Revenue Problems of the City of Los Angeles: A 
Study of Future Revenue Needs and Sources for the 
City of Los Angeles, Planning Research Corporation 
Report No. 80, September 1958, prepared for the Los 
Angeles Fire and Police Protective League and the 
Los Angeles All-City Employees Association. 


The really significant implication of this 
observation is that in a future which 
otherwise portends grave fiscal diffi- 
culties for cities, including Los Angeles, 
there exists a fruitful source of addi- 
tional revenues. Or perhaps the fiscal 
future of city governments need not be 
grave after all, provided city policy 
makers exhibit enough political adroit- 
ness to apply the principles upon which 
the following analysis and findings are 
based. 

This study consists of five parts. Part 
I presents the principles upon which the 
empirical estimates are based. Parts II- 
IV take up respectively three broad cate- 
gories of city-government functions 
where fees and charges may be intro- 
duced or revised. Part II treats areas 
which involve special use of police 
power. Part III examines activities 
where the government provides a service 
for identifiable private individuals and 
groups. Part IV considers purely enter- 
prise functions that the City performs. 
Part V contains some concluding re- 
marks and observations. 


Part I—Theory and Concepts 


The revenue estimates upon which the 
following analysis was based were de- 
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rived from raising the following ques- 
tion: What would the City gain in reve- 
nue if it attempted to eliminate, either 
partially or entirely, the “ subsidies in 
kind ” it provides particular individuals 
and groups? For purposes of this anal- 
ysis, a “ subsidy in kind” is something 
that primarily promotes private ends as 
contrasted with collective ends. The 
criterion for a “ private end” is that a 
service or commodity is used in different 
amounts by different users, according to 
their habits, tastes, or business. In this 
sense, the user or consumer is aware, or 
can be made aware, of using more or less 
of the service. Frequently, but not al- 
ways, it is possible to charge a price for 
the service and so ration its use and con- 
sumption rate. Many of the services 
discussed here are priced. Most of them 
are underpriced in the sense that the 
users do not cover the cost of the re- 
sources required to provide the service. 
The degree of underpricing measures the 
* subsidy in kind.” ? 

A subtle form of a “ subsidy in kind ” 
occurs through the operation of private 
activities which impose special costs upon 
the community. Many activities, be- 
cause they create special health, police, 
or other social problems, require regula- 
tion to protect both the general public 
and/or the participants in the activity. 
For example, an industry which works 
with a volatile chemical could cause 
serious loss of property and life due to 
accidents. Accidents can be prevented, 
however, through the establishment of 
certain practices. But if the practices 


1 For a fuller discussion of subsidies in kind, col- 
lective ends versus private ends, and related concepts, 
see Earl R. Rolph, The Theory of Fiscal Economics, 
(Berkeley: University of California Press, 1954), pp. 
20-37, 44-50. 

The approach employed here draws heavily upon 
Rolph’s work; however, no effort is made to follow 
his conceptions precisely. 
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are costly, there is no way of guarantee- 
ing that all members of the industry will 
employ them. Some individuals are 
always tempted to “ try their luck ” and 
save costs. Hence, there is a need to 
regulate and inspect the activity. The 
cost of that special regulation and in- 
spection is a consequence of that indus- 
try just as much as the cost of the labor 
and materials that go into its product. 
If the producers and consumers of the 
commodity do not bear these costs, they 
are receiving a “ subsidy in kind,” inso- 
far as their activity ties up scarce re- 
sources, the worth of which is not fully 
covered by market prices. 

Such “ subsidies in kind” promote 
private ends. That they promote pri- 
vate ends does not necessarily mean that 


they do not also promote the “ general 
'welfare.” 


‘“ general welfare” only in the same 


But they contribute to the 


sense that a nonsubsidized private in- 
dustry makes such a contribution. The 
conception of a purely “ public” or 
“collective” end, as contrasted with a 
“* private” end, should be reserved for 
services and functions which are impos- 
sible to provide on an individual basis, 
or where fully pricing the service would 
defeat some collective goal. National 
defense is a clear example of the former; 
free public education, of the latter. Ac- 
tivities which seemed clearly to fall into 
this category were excluded from 
scrutiny. 

In identifying subsidies in kind, this 
study does not attempt to assert that 
such subsidies should be eliminated. To 
do so is to assert a value judgment. For 
example, if a community wishes to pro- 
vide electric energy, or milk, to all users 
at a zero price, that is its privilege. Ata 
limit, it may wipe out the pricing sys- 
tem (although short of utopia it will 
have to develop some alternative mecha- 
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nism for allocating and rationing scarce 
goods and services). But underpricing 
and subsidies in kind do incur a cost in 
the form of displaced resources that 
must be utilized to provide those sub- 
sidies. The purpose of this study is to 
show the amount of such subsidies that 
exist in the City of Los Angeles. As 
such, it provides an insight as to how the 
City may raise additional revenue, or 
eliminate taxes, or both.” 

City government activities which 
promote private ends may be classified 
into three groups. First, there are ac- 
tivities of private individuals and groups 
which require special regulation and 
supervision in order to maintain the 
general welfare. These are activities for 
which it is necessary to invoke police 
power to insure that the activity is con- 
ducted in such a manner so as not to in- 
jure either the general public or the par- 
ticipants. For example, the use of ele- 
vators and boilers creates a possibility of 
special hazards that are clearly attribut- 
able to that equipment. Private opera- 
tors of elevators and boilers cannot all 
be relied upon to conduct their activity 
in such a way as to avoid excessive haz- 
ards. Hence, they are regulated and in- 
spected. 

The cost of regulation and inspection 
is a social cost that stems from the par- 
ticular activity. A case can be made for 
covering these costs by an inspection fee 
or permit imposed on the operators and 
owners of the equipment. To provide 


2.Nor do these remarks imply an objection against 
subsidies in principle. Indeed, subsidies — both “ in 
kind ” or outright money subsidies—are effective ways 
of getting things done and attaining desirable social 
or economic goals. There is a presumption in my 
thinking, however, which is a value judgment, that 
subsidies should be justified by the recipients. If such 
justification is lacking, it is still appropriate for the 
government to promote private ends; but in doing so, 
it should charge the full cost for the services as meas- 
ured by resources displaced from alternatives. 
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this inspection service free of charge 
constitutes a “ subsidy in kind.” Hence, 
the special fee or license eliminates, or 
partially eliminates, the subsidy by be- 
coming a cost to private parties involved 
in the activity. 

A second type of service which war- 
rants special fees are those which private 
business firms could provide but which 
city departments can provide more eco- 
nomically. This may be due to the fact 
that they possess special facilities or 
skills, which are mainly employed to 
perform some more general government 
function; because the activity is con- 
sidered a “traditional” gévernment 
function; or because a special inspection 
function is tied closely to the satisfac- 
tory performance of the activity. 

For example, the street maintenance 
agency of a city can perform trenching 
tasks for private contractors and utili- 
ties. This job could be done by private 
contractors, although the city would 
have to inspect the work to maintain 
standards required for streets. By hav- 
ing a city agency which normally does 
street repair work perform the task re- 
quired by private groups, an existing 
body of skills and equipment is em- 
ployed more intensively and efficiently, 
and the need to subject the work to a 
special, formal inspection process is 
eliminated. 

Trash collection and sewage disposal 
could be performed by private operators 
under a public utility type of organiza- 
tion with prices charged the users. In- 
deed, the private public utility concept 
is employed in many cities for this job. 
Here, however, tradition has a hold, and 
tradition is enforced by the need to 
maintain certain sanitary and public 
health standards. 

A third class of city activities are 
those which are strictly enterprise func- 
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tions whereby the services are allocated 
to users by prices. Their counterpart 
can be found in private public utilities 
or transportation agencies. Water, elec- 
tric power, transportation facilities such 
as harbors and airports, or public trans- 
portation systems are common examples. 
The reason city governments own and 
operate such enterprises is usually found 
in past history (which is not sufficient 
justification) or in a desire to subsidize 
the provision of the service. 











TABLE I 
ANIMAL REGULATION DEPARTMENT 
Difference— 
Tota : 
. Total Receipts 
— 2 Department Less _ 
Scares Receipts Expendi- 
tures 
1951-52 $445,959 $428,688 $ 17,271 
1952-53 481,684 466,375 15,309 
1953-54 490,147 464,927 25,220 
1954—55 558,869 524,510 34,359 
1955-56 561,968 494 698 67,270 
1956-57 639,706 529,608 110,098 
1957-58 707 360 * 538,951 168,359 
1958-59 744,927» 





* Estimated. 

> Budgeted. 

Source: City Budgets and Controller’s Re- 
ports, 1951-52 through 1958-59. 


The next three sections treat each of 
these three major categories in turn, as 
they apply to the City of Los Angeles. 
The estimates, by City departments, 
bureaus, or enterprises, are based on 
fiscal 1958-59 budget estimates and data 
for prior years. On the whole, the esti- 
mates of “ subsidies in kind” are con- 
servative. For example, in the case of 
our category I activities, no attempt was 
made to impute all overhead costs that a 
service might generate. In category II 
items, no attempt was made to impute a 
cost of capital to equipment (e.g., gar- 
bage collection trucks) employed to 
provide the service; although it is argued 
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that the sewer service charge should 
cover the interest costs (which are low 
due to tax exempt bonds) on sewer 
bonds. For city enterprise functions, 
like the harbor, airport, and water agen- 
cies, we employed modest rates of return 
on invested capital; but by no means a 
rate comparable to privately-owned 
capital. We were not so gentle, how- 
ever, with the Bureau of Power. Hence, 
on the whole, these estimates err on the 
conservative side. This is through delib- 
erate choice. Such a choice makes our 
main point, that herein lies a rich source 
of additional revenue, much stronger. 


Part II—Regulatory Activities 
A. Animal Regulation 


The Animal Regulation Department 
controls the animal population within 
the City and enforces regulations de- 
signed to maintain standards of humane 
treatment of animals. This activity in- 
volves licensing of dogs, the collection 
of license and pound fees, and the con- 
duct of a rabies control program. 

Table I shows the Department’s re- 
ceipts and expenditures since 1951-52. 
In recent years, the spread between re- 
ceipts and expenditures has increased 
with a deficit of $110,000 for 1956-57 
and $168,000 for 1957-58. This trend 
reflects increasing costs of conducting 
operations, a slight increase in physical 
workload, and a constant license fee. 
Obviously, the fee has not been increased 
to cover the increased cost of operation. 

An increase of license and pound fees 
appears justified on the principle that 
the owners of animals are the ones whose 
activity necessitates the functions of this 
Department. The only alternative to 
regulation is complete outlawing of pets, 
which is within the City’s power to do. 
An increase of fees, to cover the cost of 
this operation and eliminate its deficit, 
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would restore to general government 
functions an amount of from $168,000 
to $175,000. 


B. The Building and Safety Department 


The Building and Safety Department 
performs regulatory and _ inspection 
functions affecting building and con- 
struction and the operation of mechan- 
ical equipment in buildings such as ele- 
vators and boilers. It also conducts gen- 
eral City functions such as maintenance 
and operation of the police and fire 
alarm system, and the implementation 
of slum prevention and correction 
programs. The regulatory functions, in- 
cluding inspections, are clearly attribut- 
able to, and necessitated by, the activi- 
ties of those who construct buildings 
and operate equipment within buildings. 

The Department collects fees from 
builders and operators of the equipment. 
For 1957-58, the Department’s budget 
was $5,369,000. Of this amount, $563,- 
000 was required for general Depart- 
ment administration and $1,316,000 
was required for general City functions 
such as maintenance and operation of 
the fire and police alarm system. The 
remainder, $3,490,000, was budgeted 
for the Department’s regulatory and in- 
spection functions. On the basis of 
these figures, about 75 per cent of the 
Department’s general overhead and ad- 
ministrative cost of $562,000 is attribut- 
able to the regulatory function. This 
amount is about $422,000 which, when 
added to the $3,490,000 identified with 
regulation and inspection, brings the 
total to $3,912,000. 

During the year for which these 
budget appropriations applied, the De- 
partment collected $3,457,000 in fees 
and permits. The regulatory and in- 
spection function, therefore, incurred a 
deficit of around $455,000 relative to 
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the fees charged. An upward revision 
of fees to cover this deficit appears war- 
ranted. 

Table II provides an indication of im- 
portant sectors of the department’s 
workload which account for a major 
portion of the deficit. These data show 
that five inspection functions which 
during the year 1956-57, the last year 
for which complete data are available, 
were responsible for a deficit of over 
$220,000. During that year, the De- 
partment’s deficit associated with its 
regulatory function was smaller than 
the estimated $455,000 of 1957-58. 


TABLE II 


Bupaetep EXPENDITURES AND REALIZED FEES FOR 
Serectep Burtpina AND Sarety Depart- 
MENT INSPECTION FUNCTIONS, 

1956-57 








Budgeted 
Expendi- 
tures 


Receipts Deficit 





$ 29,539 
37,835 
523,186 
688,613 


$ 62,228 
31,184 
89,503 
23,939 


Boiler Inspection $ 91,767 
Elevator Inspec- 

tion 69,019 
Plumbing Inspec- 

tion 612,689 
Electrical Inspec- 

tion 712,552 
Heating and Re- 

frigeration In- 

spection 


Total Deficit 


146,317 13,974 
$220,828 


Source: City of Los Angeles, Mayor’s Budget 
1956-57; Controller’s Report, 1957. 


160,291 





The data in Table II are based on De- 
partment budget appropriations to the 
activity, as presented in the Mayor’s 
1956-57 Budget, and actual receipts for 
the same year. These data treat only 
direct expenditures associated with the 
activity, and make no attempt to allo- 
cate department administration costs; 
consequently, they understate the extent 
to which fees and permits failed to cover 
the costs. 
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C. Health Department 


The Health Department has a dual 
role. It performs general welfare func- 
tions through the operation of clinics 
for the underprivileged, conducts health 
education in the schools, and controls 
communicable diseases. It also carries 
out a regulatory function through in- 
spection and enforcement of City Ordi- 
nances to regulate private commercial 
activities such as food handlers, institu- 
tions, hotels and rooming houses, indus- 
trial establishments and milk sanitation. 

Of a total Department budget of 
$4,392,000 for 1958-59, the inspection 
functions are estimated to incur direct 
costs of over $1,088,000. General wel- 
fare functions will require $2,031,000; 
and Department administration and su- 
pervision—$1,263,000. On the basis of 
these amounts, about one-third of the 
administration and supervision costs 
could be safely attributed to the regula- 
tory function. The regulatory function, 
therefore, appears to cost the city nearly 
$1,500,000. This figure is probably con- 
servative, since it does not allocate any 
of the Department’s laboratory services 
costs, which for 1958-59 is a budgeted 
$212,000, to the regulatory function. 

The City Clerk collects health fund 
deposits, which are in essence fees or per- 
mits imposed upon businesses whose 
operations require special health meas- 
ures and, hence, inspection. In 1956-57, 
these deposits totaled nearly $422,000; 
preliminary data for 1957-58 indicated 
they were up 7 per cent for that year, or 
about $450,000. Hence, the difference 
between the cost of the health inspection 
function and anticipated fees is roughly 
$1 million. It appears that the entire 
health fee structure requires overhaul- 
ing. Not only could existing fees be 
raised, but also they could be extended 
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to other activities which currently re- 
quire inspection but upon which no fees 
are imposed. 


D. Fire Department 


The Los Angeles Fire Department, 
like those of most municiplities, issues 
permits for activities which incur special 
fire hazards, as well as for the operation 
of facilities such as theaters and public 
gatherings where fires could cause a seri- 
ous loss of life. The Department also 
conducts inspections to insure the main- 
tenance of safety standards and prac- 
tices in accordance with City Ordinances. 
Unlike most major cities, however, Los 
Angeles does not levy fire permit fees, ex- 
cept for petroleum refining and produc- 
tion. 

Fire prevention activities are carried 
out by the Department’s Fire Preven- 
tion Bureau which issues permits and 
conducts inspections, and by the Depart- 
ment’s field forces which also conducts 
inspections. For the 1958-59 year, the 
Mayor’s budget allocated $767,320 to the 
fire prevention function. Since much 
of this activity centers around identi- 
fiable businesses and activities which 
create special fire hazards, it appears 
warranted to charge fees for the fire 
permits which are issued for them. The 
level of fees should be sufficient to cover 
the cost of the necessary inspection 
function. The structure of fees, as be- 
tween activities, should be established to 
reflect the inspection workloads each 
one requires. This suggestion is based 
on the principle that the cost of pre- 
venting fires in activities which are 
identifiable as special fire hazards should 
be felt by the private individuals who 
choose to participate in those activities. 
Failure to apply this principle consti- 
tutes a subsidy. No particular reason is 
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apparent why the general taxpayer 
should provide such a large subsidy. 

It may not be desirable to recover the 
full amount of the inspection costs by 
special permits. Some of the inspection 
activity centers around charitable in- 
stitutions, schools, and other non-profit 
organizations. The nature of these 
activities is itself justification for a sub- 
sidy. Recently, the Fire Department 
has suggested a schedule of fees which 
are estimated to yield from $200,000 to 
$300,000. This amount may be some- 
thing of a compromise. 

The Fire Department provides special 
fire suppression service for municipal 
airports (Los Angeles International and 
Van Nuys) and the Los Angeles harbor. 
For 1958-59, the Department has bud- 
geted $724,730 for the airports, and 
$87,331 for the harbor. Both types of 
activity create special fire hazards and 
require special fire suppression methods 
and apparatus, as recognized by the De- 
partment’s explicit budgeting for the 
purpose. Both activities provide special 
services to particular groups—the bene- 
ficiaries of ocean shipping and air trans- 
port. Both the municipal harbor and 
airports are profit making enterprise 
activities. In 1956-57, for example, the 
Harbor Department reported a profit 
of $3,326,000; the Airport Department, 
$2,061,000. Should the City charge 
these enterprises for the special services 
it provides them, the means to pay 
exists. 

To summarize, the Fire Department 
could institute inspection fees for those 
activities for which it already issues per- 
mits and requires special fire prevention 
endeavor. These fees, at current levels, 
should be designed and structured to raise 
from $200,000-$300,000. In addition 
the Harbor and Airport Departments 
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could pay for the special services they 
obtain from the Fire Department out of 
the revenues they obtain from services 
they provide their customers. Such pay- 
ments would add another $1,512,000 to 
general City revenues. The total obtain- 
able through the Fire Department 
would be an additional $1,712,000 to 
$1,812,000. 


E. Police Department 


Many legitimate private activities re- 
quire special police attention over and 
above that necessitated by the provision 
of justice and protection for the ordi- 
nary citizen. Certain activities are po- 
tential sources of crime, special objects 
of criminal activity, or causes of dis- 
turbance, and, hence, require special 
surveillance and inspection. Examples 
are pawn shops, pool rooms, bars, dance 
halls and used car lots. Los Angeles 
presently recognizes this factor through 
a system of Police Commission permits 
and fees. In 1956-57 the Police Com- 
mission granted 15,285 permits and col- 
lected $165,345. 

Recently, the Police Commission re- 
commended a new schedule of fees. 
The new schedule involves an increase in 
only a portion of the total number of 
fees. ‘The new schedule, based on the 
number of permits issued during 1956-57 
would provide around $240,000 as com- 
pared with the $165,000 revenue ob- 
tained that year. This would yield an 
additional $75,000 in revenue. 

A recognition of these factors sug- 
gests that the additional $75,000 in fees 
that could be obtained by adopting the 
Police Commission’s recommended fee 
schedule is probably very conservative 
compared to what could be gained if a 
thorough revision of the fee and permit 
structure were undertaken. Yet, in the 
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"absence of a comprehensive study of the 
Police Department’s workload, it is im- 
possible to estimate the amount that 
could be gained. Hence, the conserva- 
tive $75,000 figure is used in this study. 


F. Parking Meter Receipts 


Receipts from parking meters in Los 
Angeles have risen from $460,000 in 
fiscal 1957 to $560,000 in fiscal 1958 and 
were estimated to be $630,000 for fiscal 
1959. In fiscal 1956 receipts from on- 
street parking in the major cities in abso- 
lute and per capita terms were as follows: 








Total Receipts : 
City (thousands oe 
of dollars) P 

New York ...... $5,037 $0.64 
Chicago ........ 2,397 0.64 
Philadelphia .... 1,043 0.50 
Los Angeles ..... 368 0.16 
PEERED 3 csc cens' 678 0.36 





Source: Compendium of City Finances, 1966. 


Not only does Los Angeles receive the 
lowest per capita yield of the five major 
cities from parking meter revenues, but 
the total receipts in Los Angeles from 
this source ($368,000) were also ex- 
ceeded by eight of the thirteen cities of 
from 500,000 to 1,000,000 population 
and by four of the cities of smaller size. 

These figures in themselves do not in- 
dicate that parking meter charges in Los 
Angeles are out-of-line, for they reflect 
the amount of metered parking area 
which exists, the size, nature, and loca- 
tion of commercial facilities, and other 
factors. Yet, in a city which has more 
cars per capita than any other major 
city and also increasing traffic conges- 
tion, the provision for on-street parking 
becomes a very costly service. On-street 
parking facilities incur heavy social costs 
by contributing to problems of traffic 
congestion and control and general in- 
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convenience. 

In contrast, privately owned parking 
lots in commercial districts use equally 
if not less valuable real estate, but the 
service provided is priced in such a man- 
ner as to yield an economic return. (If 
they were not so priced, the property 
would be used for some other purpose.) 
Rates charged for on-street parking 
could be more comparable with the rates 
charged by private interests. The dif- 
ference in costs between the two types 
of parking may, of course, be justified 
by the absence of any direct operating 
costs for on-street facilities. To offset 
this factor, however, is the fact that on- 
street parking imposes a hidden cost in 
the form of reducing the efficiency of 
the streets to perform their primary 
function of transportation. These costs 
are very high. Those who impose them 
could be expected to pay for the service 
they receive. 

As fees for on-street parking were ap- 
propriately scaled upward throughout 
the City, to approach the going com- 
mercial rates for commercial parking 
lots, rates would perhaps increase over 
all by a factor of three or more, which 
would yield over $1-$1.5 million addi- 
tional revenue. 


G. Summary of Regulatory Activities 


The following table summarizes the 
additional revenues that could be ob- 
tained from additional fees in the regu- 
latory areas discussed above: 





Animal Regulation $ 168,000-$ 175,000 





Building and Safety .... 455,000 
Health Department Fees 1,000,000 
Fire Department ....... 1,712,000- 1,812,000 
Police Department ..... 75,000 
Parking Meter Receipts 1,000,000— 1,500,000 

gi Bet nee $4,410,000-$5,117,000 





It should be emphasized that there 
may be additional special regulatory 
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functions which were not treated and 
for which fees may also be designed. 
Also, in some of these areas, it may be 
possible to obtain more revenues than 
were indicated. For example, Police 
Commission and Fire Department fees 
could be designed to raise more revenues 
than indicated since the ones indicated 
here clearly do not cover the full costs 
of performing inspection functions or 
special services. 


Part I1I—Special Services 


A. Public Works Department: Assess- 
ment Projects and Permits 


The Department of Public Works 
through its Bureaus of Engineering, Con- 
tract Administration, Standards, Rights 
of Way and Land, and others, has res- 
ponsibility for construction affecting 
public facilities. In performing this 
role, it renders many services to special 
assessment districts within the City. 
For example, a sub-divider may want 
to transform some undeveloped land 
into a tract for new housing. This re- 
quires the construction of streets, sewers, 
street lighting and other facilities. The 
procedure will be to establish an assess- 
ment district whereby the contractor, 
and ultimately, the property owners will 
pay for the new facilities. The actual 
construction of these facilities is per- 
formed by private contractors. How- 
ever, the Department of Public Works 
performs various necessary functions to 
insure that these public facilities are pro- 
perly planned, engineered, inspected, 
and that the contracts are properly ad- 
ministered. 

The services the City provides are sig- 
nificant. Under present procedures the 
charges for the work done by the City 
are assessed against the property in the 
assessment districts. These charges are 
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limited to 12 per cent of the contract 
price of the work or $500, whichever 
is the larger. For example, if the con- 
tract cost of a project in a special dis- 
trict were $100,000, which would be 
the amount received by the private con- 
struction contractor, the City would 
levy an additional $12,000 against the 
district to cover the cost of its services. 
This 12 per cent factor for fees is far 
too low. 

Table III shows the cost of direct labor 
incurred by the City on assessment work 
projects during 1956-57, the contract 
value of all the assessment projects 
treated and the revenues received. 


TABLE III 
Direct Lasor, ASSESSMENT WorkK PrOJEcTS 








Direct Labor of City Revenues 
Bureau of Engineering 
Bureau of Contract Administra- 
tion 
Bureaus of Right of Way and 
Land, Standards, and Street 
Lighting 


Total Direct Labor Costs 

Revenues Received Under Existing 
Procedure (based on 12 per cent 
of contract costs of projects) ... 


Cost to City 


$ 626,712 
406 297 


115,921 
$1,148,930 


480,888 





Source: Report No. 1, Bureau of Accounting, 
City of Los Angeles, April 7, 1958. 


The direct labor costs to the City for 
administering, planning and overseeing 
these projects exceeded revenues by 
more than $668,000. This was the “out 
of pocket” cost to the City of the “12 
per cent rule.” This cost does not re- 
flect overhead costs for the respective 
bureaus or the Public Works Depart- 
ment, retirement reimbursement costs 
for the personnel services, or deprecia- 
tion on bureau or department equip- 
ment and facilities. A careful study 
by the City’s Bureau of Accounting 
places these overhead costs at over 
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$571,000. Addition of this amount to 
the direct labor, “Sout of pocket” costs, 
indicates that special assessment pro- 
jects cost the general taxpayer at least 
$1,239,000 during 1956-57. 

The year 1956-57, however, was ex- 
ceptional in that several major assess- 
ment projects occurred to swell the 
workload and the fees beyond normal 
level. For more typical years, it is an- 
ticipated that the workload will be 
about 60-65 per cent of the 1957-58 
fiscal year. Hence, the normal deficit 
for these assessment activities would be 
between $775,000-$800,000. The City 
should be reimbursed for the special 
services it provides assessment districts 
to prevent these deficits. 

The Public Works Department also 
provides services and supervises activi- 
ties connected with “B” permits. A “B” 
permit is required when private groups 
wish to effect alterations on curbs, side- 
walks, or to construct such facilities as 
may be required for subdivisions. For 
services provided, the Public Works De- 
partment can charge the full direct labor 
costs plus 15 per cent. This 15 per cent 
factor is far below realistic overhead and 
other costs other than direct labor. A 
study by the Department indicates that 
the overhead costs for these activities 
was over 35 per cent. The City should 
charge, therefore, an additional 20 per 
cent of direct labor costs due to “B” 
permits—a factor of 35 instead of the 
present 15 per cent. 

During 1956-57 the direct labor costs 
associated with “B” permits was over 
$621,000. The City charged $714,000 
for these services through the applica- 
tion of the 15 per cent factor. If it had 
applied the 35 per cent factor, total re- 
ceipts would have been over $838,000. 
An additional $122,000 in revenue 
would have been forthcoming. For fu- 
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ture years, the application of more real- 
istic overhead rates to the costs for “B” 
permits will yield the City an additional 
$120,000-$130,000. 

Finally, in its permit and inspection 
function, the Public Works Department 
conducts a variety of smaller tasks, such 
as the granting of Class “A” permits for 
minor repairs on sidewalks, curbs, etc., 
the provision of manhole opening per- 
mits, and other miscellaneous activities. 
The fees charged for these permits also 
require revision to compensate for the 
rising costs associated with inspection 
and issuance. The adoption of a more 
realistic schedule of fees for “A” per- 
mits, which was recently prepared by 
the Department, would yield the City 
an additional $100,000 in revenue. 

To summarize, a revision of the Pub- 
lic Works Department’s fees and per- 
mits, to reflect current expenses and a 
reasonable overhead for its activities 
associated with private construction that 
bear upon City facilities, would yield 
the following additional revenues: 











Type of Activity Additional Revenue 
Assessment Projects ... $775,000-$ 800,000 
“BR Pera 33622: . 120,000- 130,000 
Other Permits ........ 100,000 

$995,000-$1,030,000 





B. Public Works Department: Street 
Resurfacing 


The Bureau of Street Maintenance 
resurfaces streets and performs other re- 
pairs required by private constructors 
and public utilities in the course of their 
activities. For example, the local gas 
company may have to repair or replace 
underground mains, which necessitates 
an excavation in the streets. Upon 
completion of the task, the City resur- 
faces the trenches and does whatever 
other work is necessary to restore the 
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street’s original state. The City charges 
a fee based upon a schedule for various 
types of work done—for example, the 
cost of resurfacing a concrete street is 
$1.20 a square foot; sidewalk resurfac- 
ing at present is $.80 a square foot. 
These rates are fixed in the Municipal 
Code and were established in 1952. 
They are also based only on direct labor 
and material cost which prevailed at the 
time they were set. They are obviously 
much too low for the present period, 
since costs have risen substantially since 
1952. 

A more realistic set of rates for street 
work, which recognizes present costs, in- 
cluding overhead, has been suggested by 
the Public Works Department. For ex- 
ample, the proposed new rate for con- 
crete resurfacing is $2.45 a square foot; 
for sidewalk resurfacing, $1.15 a square 
foot. Had these rates been in effect 
during 1956-57, the City would have 
billed customers $3,417,000. Actually, 
in 1956-57 billings for street resurfac- 
ing were only $1,883,000. Had it ap- 
plied these more appropriate rates that 
year, the City would have gained 
$1,534,000; the amount by which the 
City subsidized private groups and in- 
dividuals. 

Trench resurfacing activity during 
1957-58, however, was about 28 per 
cent less than it was in 1956-57. The 
activity, is erratic, since it is tied to util- 
ity repair operations and construction. 
For this reason, the additional amount 
the City would gain from adopting the 
proposed schedule of fees would proba- 
bly vary over future years from $1.2 
million to $1.8 million. 


C. Public Works Department: Bureau 
of Sanitation 


The City’s Bureau of Sanitation per- 
forms two major sanitation tasks: it 
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operates and maintains the sewage sys- 
tem, and it collects and disposes of rub- 
bish and trash. It is convenient to treat 
these activities separately. 

1. Trash and refuse disposal. The col- 
lection and disposal of trash by the City 
has undergone a marked change in re- 
cent years. Traditionally, it confined 
its activity to the collection and dis- 
posal of garbage and non-combustible 
rubbish. From 1947 through 1950 it 
handled yearly between 350,000-360,000 
tons of refuse. Beginning in 1950, 
however, the advent of the home gar- 
bage grinder markedly reduced garbage 
collections, despite a rapidly growing 
population, and non-combustible rub- 
bish collections changed slightly. It is 
estimated for the present 1958-59 fiscal 
year, total collection of garbage and 
non-combustible trash will be 300,000 
tons. 

For most of Los Angeles’ history, the 
major type of refuse—combustible trash 
—was burned by private individuals 
themselves. This practice intensified the 
City’s well-known smog problem. By 
1956-57 it was in the business of collect- 
ing combustible rubbish on a limited 
scale when it gathered 48,000 tons of 
material in selected districts. At pres- 
ent, it is collecting combustibles in all 
sections. Total estimated tonnage for 
the current year is over 614,000 tons. 
Table IV shows the impact of these 
changing workloads upon the Sanitation 
Bureau’s budgets. 

The amounts show in Table IV are 
direct expenses only—labor, supplies and 
equipment; they do not include Depart- 
ment administration and overhead or 
City contributions to employee’s retire- 
ment. An additional 40 per cent of 
direct labor cost should be applied to 
cover these overhead elements. For the 
1958-59 fiscal year, direct labor costs 
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were budgeted at $6,350,000. Appli- 
cation of the 40 per cent factor indi- 
cates an additional $2,540,000 that the 
trash and rubbish collection functions 
cost the City. This brings the total esti- 
mated costs for the 1958-59 fiscal year to 
$11,913,000. 

This sanitation service is clearly one 
that individual users can identify. For 
this reason, a majority of cities, especi- 
ally on the Pacific Coast, charge users 
a fee for refuse collection and disposal. 
A recent survey indicated that 120 of 
194 western cities collected fees from 
householders.* The majority of cities 
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quency, with charges ranging up to 
$155 a month for particularly heavy 
creators of refuse. Many cities have 
adopted a combined pickup, which elim- 
inates the necessity of the householder 
separating garbage from other trash. 
At present levels of operation, a sys- 
tem of fees could be designed for Los 
Angeles to yield from $14 to $15 mil- 
lion. That amount would cover direct 
costs, an estimated overhead cost of 
from $2.5 to $3 million, plus an allow- 
ance of from $2.5 to $3 million a year 
for equipment and facility replacement. 
At present, the City operates its refuse 


TABLE IV 
TrasH AND Reruse Direct Expense, City or Los ANGELES, 1953-54 THrovucH 1958-59 
(Thousands of dollars) 





























Year 
Expense 
1953-1954 1954-1955 1955-1956 1956-1957 1957-1958 1958-1959 

Refuse Collection ........ $2,817 $3,053 $2,942 $2,953 $3,114 $2,955 

Combustible Rubbish Col- 
ke aielalege RE Bsn <r 300 3,381 3,151 4,917 
Incineration ............. 139 162 100 142 849 501 
BME Sk Ses kde viees $2,956 $3,115 $3,342 $4,476 $7,114 $8,373 





Source: Mayor’s Budgets, 1953-54 through 1958-59. 


charge fees ranging from $1.00 to $1.50 
amonth. Many cities franchise private 
collection firms and in the process often 
collect a franchise tax which contributes 
to general city revenues. A large vari- 
ety of systems exist in terms of services 
provided. For example, Santa Barbara 
recently instituted a system whereby a 
privately franchised company picks up 
mixed refuse for a charge of $1.75 a 
month. Paramount, California, employs 
a private concern and residents pay a 
flat monthly rate of $1.25; commercial 
charges are based on volume and fre- 


3 See Winston R. Updegroff and Francis R. Bower- 
man, “ Refuse Collection and Disposal in 194 Western 
Cities,” Western City, June 1958, pp. 32 and 38. 


collection system with newly acquired 
equipment and facilities. These items 
will have to be replaced and augmented 
over future years. It should be un- 
necessary to fund these future expendi- 
tures from general tax revenues. 

2. Sewage service. The City sewer 
system is an extensive and costly com- 
plex of installations and plants that 
provides a direct service to every house- 
hold and business in the community. It 
is also service which can be at least ap- 
proximately measured in terms of the 
use each private unit imposes on the 
system. In many respects, a sewer sys- 
tem is comparable to a public utility 
insofar as it could be operated and main- 
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tained by a private concern under a 
franchise agreement. 

Table V shows the direct cost of oper- 
ating and maintaining the system, in- 
cluding the network of sewer mains, 
the pumping installations, and the se- 
wage treatment plants. The costs 
shown in Table V are the Bureau of 
Sanitation’s Budget allocations to the 
system’s operating costs: they consist 
of direct labor, operating expenses, and 
only limited outlays for equipment. As 
such, they make no allowance for major 
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30, 1957 the City had nearly $140 mil- 
lion of general purpose, general obli- 
gation bonds outstanding.* Of this 
amount $95,885,000 are attributed to 
the sewer system. 

The interest service charge on sewer 
system debt is nearly $2 million; the 
bond redemption costs are $5,475,000. 
The total annual capital costs on the 
existing system, are therefore nearly 
$7,775,000. These, plus the $4.1 million 
annual operating costs, make the total 
costs $11,875,000.° 


TABLE V 


Sewace OperaTION Expense, City or Los ANnaetes, 1953-54 THroucH 1958-59 
(Thousands of dollars) 








Year 





Expense 
1953-1954 


1954-1955 


1955-1956 1956-1957 1957-1958 1958-1959 





$1,006 
1,755 


$1,095 


Sewer System Maintenance 
1,887 


Sewage Treatment Plants 


$1,129 
2,044 


$1,429 
2,357 


$1,554 
2,604 


$1,553 
2,229 





$2,761 $2,982 


$3,173 $3,786 $4,158 $3,782 





Source: Mayor’s Budgets, 1953-54 through 1958-59. 


capital facility costs or for the overhead 
factors previously discussed. 

These operating costs for the sewer 
system run between $3.8 and $4 million 


a year. For 1958-59, direct labor costs 
were budgeted at $2,928,000. Appli- 
cation of a 40 per cent overhead factor 
to these direct labor costs adds another 
$1,171,000 to annual operating expense, 
which makes the total nearly $4.1 mil- 
lion. 

These operating expenses, however, are 
not all the costs incurred by the sewer 
system. A public sewer system requires 
a massive investment of capital. For the 
Los Angeles system, $200 million is a 
conservative estimate of the capital in- 
vestment. Over the years, this system 
has been financed mainly by the issuance 
of general obligation bonds. As of June 


D. The Receiving Hospital 


The Receiving Hospital is the City’s 
emergency medical arm. It provides 
medical care for prisoners, furnishes 
medical and surgical services for police 
officers and fireman injured in line of 
duty, and conducts physical examina- 
tions for Police and Fire Department 
appointees. 

The most costly activity of the Re- 
ceiving Hospital is that of providing 
emergency and initial first-aid treat- 
ment for persons injured or ill on pub- 
lic streets or in public places. This acti- 
vity accounts for the major share of the 


4 By “ general purpose,” is meant general obligation 
bonds issued for purposes other than financing the 
harbor, airport, and power and water systems. Out- 
standing total general obligation bonds were $190,- 
441,000 as of June 1957. 

5 (See next page) 
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Hospital’s budget. For example, of a 
total $2,127,000 budgeted for the 1958- 
§9 fiscal year, $1,422,000 is allocated to 
emergency ambulance service and emer- 
gency treatment of civilians. This civil- 
ian activity consists of $656,860 for 
ambulance service; $765,770 for civilian 
emergency treatment. 

This service has a clear counterpart in 
private hospitals which charge fairly 
standard fees. Only sheer chance deter- 
mines whether the accident-afflicted 
Los Angeles resident or passer-through 
receives emergency hospital or ambu- 
lance service from the Receiving Hos- 
pital or from a private hospital in the 
area where the accident occurs. If a 
person obtains emergency care from a 
private hospital, he is billed an appro- 
priate amount. More than likely, some 
accident or medical insurance plan or 
policy pays the fee. If the recipient is 
not insured, a private hospital will com- 
pel him to pay his bill more or less 
promptly. The provision of $1.4 mil- 
lion worth of free services by the City, 
therefore, is something of a lottery in 
terms of the benefits private citizens re- 
ceive. Those who get these free benefits 
do so on no other criterion than pure 
chance. For these reasons, a strong case 
can be made that the Receiving Hos- 
pital charge fees comparable with those 
imposed by private hospitals. 

The objection may be raised that some 
of the Receiving Hospital patients can- 
not afford to pay. This same problem 
arises, however, with regard to all hos- 
pitals; but that is no basis for holding 
that free services be provided to all. In 

5 Many cities impose sewage service charges: De- 
troit, New York, and Philadelphia are the largest that 
do so. Forty-one California cities and the East Bay 
Utility District, which includes the Municipalities of 
Alameda, Berkeley, Oakland, and others, employ some 


charge explicitly associated with sewer service. The 
charging methods employed vary widely. A common 
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the case of unfortunates who cannot 
pay for medical care, whether it be 
emergency or non-emergency, arrange- 
ments exist which can handle the 
financing. Recently, the Los Angeles 
County Hospital indicated a willingness 
to compensate the City Receiving Hos- 
pital for care it provides those who 
would qualify for free County medical 
services. Naturally, the City is in no 
position to avail itself of this offer since 
it does not charge those who are capable 
of paying. 

To summarize, there appears to be no 
objection either welfare or practical, to 
the Receiving Hospital adopting a sched- 
ule of fees to cover the cost of services 
it provides private individuals. To adopt 
such a system would provide the City an 
additional $1.4 million in revenue at the 
prevailing rate of activity. 


E. Summary on Special Services 


The following table summarizes the 
amounts that the City could gain from 
charging fees that would cover the costs 
of the special services it provides. 





Estimated Increase in Receipts 
From Fee Adjustments 





Public Works Depart- 
ment: 

Assessment Projects 

and Permits ...... 


Public Works Depart- 
ment: 
Street Resurfacing .. 


Public Works Depart- 
ment: 
Bureau of Sanitation 
Trash and Refuse 
DISPORAL .n.00050 
Sewer System . 
Receiving Hospital ... 


Total 


$ 995,000-$ 1,030,000 


1,200,000— 1,800,000 


14,000,000— 15,000,000 


1,400,000 
$29,595,000-$31 230,000 








method is a flat monthly fee per residential unit with 
special charges, usually based on water consumption, 
for industrial users. Kansas City, Missouri, and other 
cities, relate the charges entirely to water consump- 
tion. 





No. 2] 


Part IV—City Enterprise Activities 


This section examines four enterprise 
activities—the Harbor and Municipal 
Airport Departments, and the water and 
power systems. Each of these activities 
charge prices for the service it provides 
users. In varying degrees, their finances 
are independent of City finances. Each 
organization also reported an accounting 
profit from its activities. Only two of 
the activities—water and power—make 
a financial contribution to the general 
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A. The Harbor Department 


The Harbor Department operates Los 
Angeles’ municipal harbor in the San 
Pedro—Wilmington area. Over the 
years, the City acquired land and con- 
structed the facilities through bond is- 
sues, federal government grants, and the 
plowing back of profits. 

As of June 1957, the harbor facili- 
ties and land were carried on the books 
at an initial cost minus depreciation 
value of $84 million. This is undoubt- 


TABLE VI 
Harsor DEPARTMENT ASSETS AND LIABILITIES 
June 1953 TuHrovucH June 1957 * 
(Thousands of dollars) 








1954 


1955 1957 





Assets 
Current Assets 
Fixed Property and Land .. 


$ 9,722 
79,727 
1,225 


$ 14332 
84,319 
1,361 








Liabilities 
Current Liabilities 
Bonded Debt 
Other 
City Equity 





$90,674 $100,012 


$ 311 $ 368 
5,477 4,256 
861 2,888 
84,025 92,500 








$90,674 $100,012 





* Totals in this and following financial exhibits do not necessarily balance due to rounding. 
Source: Controller’s Reports, City of Los Angeles. 


City government. The Harbor and 
Airport Departments, on the other 
hand, obtain direct money contributions 
from the City despite their monetary 
profits. Each of these activities merits 
special appraisal. 





An interesting feature of the Kansas City technique 
is that the sewage charge is based upon water con- 
sumption that occurs during the winter months in 
order to avoid including water consumed for garden 
purposes in the criterion. Such a method, by employ- 
ing the rainy season months of November through 
April as a base, could provide a satisfactory means of 
attributing sewage use to individual Los Angeles resi- 
dents. The costs of the service could be so allocated 
to users, added to water bills. This method need not 


edly a very conservative. figure since 
much of the property was acquired 
many years ago when costs were con- 
siderably lower. As of June 1957, the 
Department held over $100 million of 
assets. Table VI shows the composition 
of those assets and the claims against 
them, for the years 1953 through 1957. 

It can be seen that of the total $100 
million assets which comprise the har- 
bor system, $92.5 million represent an 
investment by the City. In addition, 





be expensive to administer, especially with the aid of 
modern data processing equipment. 
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the City had bonded obligations of 
$4,256,000 outstanding, which are lia- 
bilities against the Harbor Department, 
but which are backed by the City’s 
bonding and taxing capacity. 

Table VII shows the profit, operating 
expense and income data relevant to the 
Harbor Department for the fiscal years 
1952-1953 through 1956-1957. The 
“cash payoff” is the difference between 
operating income and expense, and mea- 
sures the dollars which become available 
to managers during the given year. De- 
preciation and bond interest are charges 
which must be deducted to arrive at the 
conventional business profit concept. 

For each year shown in Table VII the 
Harbor Department turns over to the 
City an amount which closely matches, 
or slightly exceeds, the interest charge on 
outstanding harbor bonds. The City, 
however, pays out considerably more on 
harbor bonds, as shown in the Table. 
The difference between what the Har- 
bor Department pays the City and what 
the City pays out is roughly the repay- 
ment of principal on previously-issued 
bonds. In other words, although the 
Department pays the City interest on its 
debt, it does not pay off the principal 
as it falls due. This is a rather peculiar 
arrangement for a business venture. Its 
net effect is that the City increases its 
equity in the harbor. It does so, how- 
ever, out of funds appropriated from 
general revenue sources. 

Apart from the interest payment 
which the Harbor Department turns 
over to the City, the remainder of the 
“cash payoff” derived from operations 
(including accounting profits) are re- 
tained by the Department for further 
harbor improvements. In this manner, 
the Department attains a high degree of 
independence from the City which owns 
it. It also obtains command over funds 
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which an ordinary business would have 
to apply to dept repayment. Finally, 
the Department obtains from the City 
special fire suppression service and faci- 
lities free of charge. 

Although the Harbor Department 
shows an accounting profit, it is not an 
impressive one when viewed as a return 
on the resources invested in the enter- 
prise. Table VII also shows the yearly 
percentage return on the total assets and 
the return on the City equity since 
1952-1953 up to 1956-1957. For 1956- 
1957, the best of the five years, the over- 
all return on total assets and on the City 
equity was only 3.6 per cent. Capital 
invested in private business enterprise 
earns from 15 to 20 per cent before cor- 
porate income taxes. (Municipal enter- 
prises are not subject to Federal income 
taxes.) In other words, the capital of 
the citizens of Los Angeles is invested in 
an activity which earns only 3.6 per 
cent. If it were available to individuals, 
even the most conservative minded ones 
could realize 4.25 per cent in a saving 
and loan association. The difference be- 
tween the return on the harbor invest- 
ment and what the capital could earn in 
private enterprises is a measure of the 
subsidy the City is providing harbor 
users. Indeed, the subsidy to harbor 
users is even greater because about 
$1,100,000 of the Department’s profit 
are accounted for by oil royalties rather 
than by strict harbor activities. 

It is not suggested here that the City 
should necessarily seek to run the harbor 
in such a manner s0 as to obtain a 15 to 
20 per cent return on the $100 million 
investment. It has been a long tradition 
in the United States to subsidize trans- 
portation in some measure, and in vari- 
ous forms. However, it seems reason- 
able to suggest that the Department re- 
vise its fees in such a manner as to re- 
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duce the magnitude of its subsidy to 
private interests, and shippers. In doing 
so, it could carry its own bond redemp- 
tion requirements which would save the 
City over $600,000 a year. In addition, 
even a nominal one per cent rate of re- 
turn on the City investment, to be con- 
tributed to the general fund, would af- 
ford another $1 million. If this $1.6 
million is added to the cost of city- 
provided special fire services, which ex- 
ceed $400,000 annually, the total of $2 
million would be well within the $3.2 
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area’s commerce relative to other Pacific 
Coast seaports. At present Pacific Coast 
harbors (most of the facilities of which 
are municipally or state owned) charge 
similar fees with only minor exceptions. 
This concord is attained by discussions 
and agreements between representatives 
of the respective harbors. The level of 
fees and their adjustments are based 
upon “costs.” Hence, should labor and 
materials costs rise, the fees will also be 
increased. Apparently, however, if Los 
Angeles Harbor is an example, the 


TABLE VII 
Income, Expense AND OTHER OperatiNa Data, Los ANcetes Harsor DEPARTMENT 
1952-53 TuroucH 1956-57 
’ (Thousands of dollars) 








1952-53 


1953-54 


1954-55 1955-56 





Operating Income 

Operating Expense 

Cash Payoff 

Depreciation 

Other Expense 

Interest in Bonds 

Profit 

Payments to City for Bond 
Replacement 

Paid by City for Harbor 


2.0% 
1.7% 


Return on Total Investment 
Return on City Equity .... 


$5,552 


$5,524 
2,872 
2,652 
1,034 
4 


$6,082 
3,019 
3,063 
1,092 
(29) 
271 241 
1,343 1,759 


280 250 
847 


1.7% 





Source: Controller’s Reports, City of Los Angeles. 


million profit the harbor obtains. 
Should the remainder be inadequate to 
finance additional expansion, then rates 
for harbor services should be revised up- 
ward so as to increase profits. If the 
upward revision in rates will tend to dis- 
courage harbor traffic (which is a subject 
requiring special analysis), then it is de- 
batable whether further expansion is 
merited on any ground other than the 
desire to present shipping interests with 
an ever-increasing subsidy. 

A question may arise regarding the 
effects of higher harbor fees upon the 


“costs” included in the thinking of those 
who agree to establish coast-wide harbor 
fees do not include all of the cost items 
which a private business firm normally 
covers. This clearly does not include a 
competitive rate of return on invest- 
ment. It thus appears that all of the 
Pacific Coast harbors are being subsi- 
dized by the municipalities in which they 
are located. It would seem that here is 
a situation in which Los Angeles could 
take the lead and attempt to induce all 
Pacific Coast harbors to raise their fees. 
As long as the mechanism for price fix- 
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ing exists, Los Angeles need not experi- 
ence a structure of fees less favorable to 
shippers than those found at other 
ports.® 


B. The Department of Airports 


The Los Angeles Department of Air- 
ports owns and operates the Interna- 
tional and Van Nuys airports. As of 
June 1957, its assets and liabilities were 
as follows: 
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which accounts for the high current as- 
set figure. Another important point re- 
vealed by the balance sheet is that the 
City had by June 1957, invested 
$17,397,000 in its municipal airport sys- 
tem. 

Table VIII presents recent revenue 
and performance data for the Depart- 
ment. The financial arrangement be- 
tween the City and its Department of 
Airports is similar to the City-harbor 





Assets 
(Thousands of dollars) 





Crbneist: Bate: 5 os vec iicsecess . $12,966 
Land and Facilties (less depreci- 
DET. vgcceagnnéeeacascsseed 8,044 
i Ne ne ee 17 
DOE AME |. ovb 00 os be08 $41,038 * 


Liabilities 
(Thousands of dollars) 
Current Liabilities ............ $ 121 
Bonds Outstanding ........... 14,250 
Government Grants and Other 9,270 
CHE MUMUE bcs baewevsvectade 17,397 
Total Liabilities ......... $41,038 * 





* Figures do not necessarily balance due to rounding. 


Source: Controller’s Report, June 1957. 


The most relevant points about this 
balance sheet are that physical assets 
held by the Department are valued at 
$28,044,000 and that the City has in- 
curred bonded indebtedness to the ex- 
tent of $14,250,000. Over $6 million 
of this indebtedness was instituted dur- 
ing the 1956-57 fiscal year. Most of 
this was unspent by the end of the year, 


6 Even if other ports should not agree to an up- 
ward revision of fees (despite many years of coordi- 
nated price fixing), it does not necessarily follow that 
Los Angeles would lose much (if any) commerce 
should the; Harbor Department raise fees sufficiently 
to make a more satisfactory profit. Wharf and har- 
bor fees are a small proportion of the total cost of 
ocean shipping. Consequently, the raising of fees to 
a level which would yield the Harbor Department a 
better return would be an even smaller proportion. 
Thus, the cost of shipping to or from Los Angeles 
harbor would be only slightly more than shipping 
from other Pacific Coast ports. It is very doubtful if 
this slight increase would deter shipping to or from 
Los Angeles in view of the area’s other strong attrac- 
tions to commerce and industry. All this, of course, 
poses a problem (slight as it is) only if other ports 
would not follow Los Angeles’ example. This seems 
unlikely, especially when other municipalities which 
operate harbors are facing problems similar to those 
of Los Angeles. 


relationship. The Department of Air- 
ports pays the City an amount which 
slightly exceeds interest costs on airport 
bonds. The City, however, pays a 
much greater amount to service airport 
bonds in the form of both interest and 
debt retirement payments. In this man- 
ner, in time the City will increase its 
equity in the airport system. This tech- 
nique makes it possible for Department 
managers to retain a larger share of the 
enterprise’s profits for further expan- 
sion. During 1956-1957 the airport 
venture cost the City $569,000, even 
though the Department enjoyed a pro- 
fit of $2,061,000. (This cost to the 
City does not include the special fire 
suppression costs of over $700,000.) 
There is no reason, other than the de- 
sire to subsidize the air transport in- 
dustry and other airport users, why fees 
cannot be raised to permit sufficient pro- 
fits to relieve the general taxpayer of 
this burden. Even at existing levels of 
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operations and fees, there are sufficient 
earnings to compensate the City for 
honoring bond obligations on behalf of 
the Airport Department. To adopt 
such an arrangement will return to the 
City an additional $1,000,000. The 
Airport Department could still have 
some profits left to finance additional 
improvements if it raises its fees. 

Even if the Airport Department 
raised its fees to accommodate the City 
on the bond redemption requirements, 
and to pay for its special fire prevention 
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other harbors, the Airport Department 
sets its fees independently. Moreover, 
they are lower than they are at many 
similar airports. For example, the land- 
ing fee for scheduled airlines at Los 
Angeles International Airport is $.10 
per 1000 pounds of aircraft maximum 
gross weight. For San Francisco, the 
rate is $.16 or $.17; for New York In- 
ternational (which has higher costs due 
to snow removal, etc.), the rate is $.20. 
Los Angeles International’s fees are also 
markedly below Lockheed, Burbank. 


TABLE VIII 
OPERATING FINANCIAL Data For THE Los ANGELES DEPARTMENT oF AIRPORTS 
1952-53 TurovaH 1956-57 
(Thousands of dollars) 








1952-53 1953-54 


$1,855 


1954-55 





Revenue 
Operating Expense 
Cash Payoff 
Depreciation 
Interest 
Profit 
Payments to City 
Paid Out by City 


Return on Investment 


$2,231 
672 696 
1,535 


1,183 
435 450 
* * 
748 1,085 
150 150 
972 


2.6% 
7.0% 


1,113 

395 
* 

718 


140 
1,021 


2.5% 
78% 


Return on City Equity .... 





* Interest costs not shown for these years. 
Source: Controller’s Reports, 1953-1957. 


services, it should still be recognized 
that airport users will be getting a ser- 
vice at less than what it would cost if the 
airports were privately operated. The 
reason for this is that the municipal air- 
ports do not have costs comparable with 
airports operated by private firms. First, 
they pay no property taxes. Also, they 
are able to raise capital at interest rates 
lower than is possible for private firms 
because the bonds sold on the behalf of 
municipal enterprises are tax exempt. 
Unlike the Harbor Department, 
which sets its fees in concordance with 


Although these fees are only a part of 
total airport revenues, they suggest that 
the Los Angeles Airport Department is 
underpricing its services. 

It could be argued, therefore, that 
these privileges inherent in a municipal 
enterprise should be enjoyed by the citi- 
zens of the City in the form of enter- 
prise profits contributed to the general 
fund. To forego the full measure of 
profits by charging users lower fees con- 
stitutes a subsidy. All that is being sug- 
gested here is that the subsidy not be as 
great as it presently is, and that the City 
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be compensated for the “out of pocket” 
costs that the Airport Department in- 
curs. This amount is currently approxi- 
mately $1,000,000 (plus the $724,000 
special fire suppression costs noted in the 
discussion of the Fire Department). If 
the City insisted upon, for example, a 
§ per cent rate of return on the $40,- 
000,000 invested in the airport system, 
it could obtain a total of $2,000,000. 
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The system has grown rapidly in re- 
sponse to the rising population and eco- 
nomic expansion of Los Angeles. This 
growth has been financed by the sale of 
bonds and by plowing profits back into 
the enterprise. Unlike the Airport and 
Harbor Departments, the Bureau does 
not draw upon the City’s general fund 
for payment of interest or principal 
upon its bonded debt. Rather, the 


TABLE IX 


Los ANGELES Power System, ASSETS AND LIABILITIES 
(Thousands of dollars) 























1952-53 1953-54 1954-55 1955-56 1956-57 
Assets 

Current Assets .........00: $ 25,659 $ 26,959 $ 28,437 $ 37,889 $ 43,288 

Fixed Plant (less deprecia- 
ES See eee 342,568 387,753 431,927 466,847 493,643 
OO re era 12,209 11,353 10,439 8,851 7,766 
Toba) Ames ccnceccese $380,436 $426,065 $470,803 $513,587 $544,697 

Liabilities 

Current Liabilities ........ $ 8,596 $ 10,277 $ 12,957 $ 11,650 $ 13,485 
Bonded Debt .......2.000- 147,001 176,403 207,144 241,078 264,515 
Other Liabilities .......... 8,237 8,963 9,936 10,635 11,462 
CG SND ne cac co cces eee 216,602 230,422 240,766 250,224 255,235 
Total Liabilities ...... $380,436 $426,005 $470,803 $513,587 $544,697 





Source: Controller’s Reports, City of Los Angeles. 


C. The Department of Water and 
Power: The Power System 


The scope of the Los Angeles munici- 
pally-owned power system is seldom 
appreciated. With assets of over 
$544,000,000, it ranks among the larg- 
est enterprises. If it were privately 
owned, it would be the 28th largest 
utility in the nation. It is by far the 
largest municipally owned electric util- 
ity in the country. Of the total city- 
owned assets and property valued at 
over $1.471 billion, the Bureau of Power 
and Light owns and operates well over 
one-third. It is truly a “big business.” 
Table IX presents balance sheet data of 
the Bureau for recent years. 


system contributes to the City an amount 
which presently exceeds $3,607,000. 
Table X shows the Bureau’s income per- 
formance during recent years. 

Although the Bureau compares with 
the nation’s largest corporations in terms 
of assets and the type of activity it per- 
forms, it is less comparable in other re- 
spects. Because it is municipally owned, 
it does not make the profits or the con- 
tributions to the community as a whole 
in the form of taxes as do similar, 
but private, enterprises. It does, how- 
ever, provide Los Angeles residents and 
business firms with very low cost power. 
This is possible because it operates under 
entirely different rules than do private 
utilities. 
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Private utilities pay corporate, pro- 
perty and franchise taxes; the Los Ange- 
les power system only pays property 
taxes (approximately $800,000 yearly) 
on property it owns outside the City. 
The Los Angeles system raises capital 
funds at lower interest rates than do 
private firms with the aid of tax-exempt 
bonds. Recently, the City power system 
could borrow new funds for approxi- 
mately 3.75 per cent; a comparable 
private utility must pay as much as 4.25 
per cent. 
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account for low electric power rates in 
Los Angeles. 

It is instructive to compare the City 
utility system with the performance of 
its neighbor the Southern California 
Edison Company. Table XI presents 
these comparisons. 

The Los Angeles power system is 
roughly half the size, in terms of assets, 
of the Edison Company. However, its 
asset earnings (earnings before taxes, 
interest, and depreciation charges) are 
only 23 per cent of the Edison Com- 


TABLE X 
Los ANGELES Power SysTEM 
Income Frnanciat Data, 1952-53 THroucH 1956-57 
(Thousands of dollars) 








1953-54 


1954-55 1955-56 





Income 

Operating Expense 

Cash Payoff 

Depreciation 

Interest 

Profit 

Paid to City General Fund 


Return on Assets 
Return on City Equity (in- 
vested capital) 


5.9% 
9.0% 


$69,136 
39,308 
29,828 


9,858 
3,101 
16,869 
3,049 


4.7% 
73% 


$80,917 
51,110 
29,807 
11,977 
4,940 
12,890 
3,432 


3.5% 
5.2% 


$72,504 
43,939 
28,565 


10,846 
4,116 
13,603 
3,259 


3.7% 
5.6% 





Source: Controller’s Reports, City of Los Angeles. 


Finally, private utilities must earn a 
return on invested capital which com- 
pares with what investors can make in 
alternative investments. A  munici- 
pally-owned utility does not necessarily 
have to do so. For example, most pri- 
vate utilities now earn between 8 and 9 
per cent on the stockholders’ equity 
after paying a Federal corporate profit 
tax of 52 per cent. Before taxes, this 
profit rate is between 16 to 18 per cent. 
This 16 to 18 per cent profit rate com- 
pares with “return on city equity” 
shown in Table X which ranged from 
3.4 to 9.0 per cent. Factors such as these 


pany’s. ‘This is the result of the City 
system’s low electricity rates. The Edi- 
son Company is authorized to charge 
higher rates because it must pay its taxes 
and obtain a normal return on the in- 
vested capital, including higher interest 
rates on its non-tax exempt bonds. 
Another way of viewing the City 
power system is as follows: If it were 
operated as a private utility, and 
charged similar rates for its service, it 
would have an income performance 
similar to that of the Edison Company. 
Since it is only half the size, however, 
its assets would earn roughly $60 to $61 
million a year, as compared with Edi- 
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son’s $122,488,000. Given the City sys- 
tem’s existing interest and depreciation 
charges which total over $19 million, 
it would, therefore, earn $41 to $42 mil- 
lion a year in profits as compared with 
its 1956-1957 profits of $8,617,000. 
In effect, the City system foregoes a 
profit of at least $30 million in pricing 
its electricity at the present rates. This 


TABLE XI 
Comparative Financiat Data: 
SouTHERN Ca.irorN1IA Epison CoMPANY 
AND Los ANGELES Power SysTEM 
1957 
(Thousands of dollars) 











sc -meed Los Angeles 
Edison Power b 
Company * System 
(1) (2) 
Total Assets ...... $1,054,889 $544,697 
ee ee 217,136” 88,137 
Operating Expense 94,648 60,380 
Asset Earnings .... 122,488 27,757 
ee eee 14,092 5,960 
Depreciation ...... 22,680 13,180 
SE ee 52,027 ° 4,383 ° 
ie EI 31,567 8,617 





*The data for the Edison Company are for 
calendar year 1957; those for the Los Angeles 
power system, fiscal year 1956-57. 

»Income from power sales only. 

* Taxes for Southern California Edison Com- 
pany consist of $23,539,000 corporate income 
taxes and $28,488,000 other taxes, including 
property taxes; “taxes” for Los Angeles power 
system include $3,607,000 transfer to City and 
— property taxes on property outside the 

ity. 

Sources: (1) Sixty-Second Annual Report, 
Southern California Edison Company, 1957; 
(2) Comptroller’s Report, 1957. 


$30 million measures the extent to 
which the City system provides a sub- 
sidy in kind to users of electricity. In 
effect, the citizen of Los Angeles as a 
taxpayer and as an owner of a $500 mil- 
lion enterprise foregoes his share of $30 
million in profits that the business could 
earn if it were operated like a private 
firm. As compensation for foregoing 
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these profits, however, he has a lower 
electric bill. But the benefits of the re- 
sulting low-cost electrical energy accrue 
to Los Angeles citizens and businesses 
in direct proportion to their consump- 
tion of electricity. Some individuals and 
groups, therefore, benefit more than 
others; some individuals, in effect, are 
subsidizing others. Such a subsidy is 
difficult to justify. 

The Bureau could revise its electric 
rates upward to make them more com- 
parable with those charged by regulated 
private utilities, and declare “dividends” 
to the City to match the increased 
profits. The City could obtain an addi- 
tional $30 million in this fashion. In- 
dividual citizens would have higher 
electric bills, but they would attain 
general tax relief. The benefits derived 
from a municipally-owned utility sys- 
tem through the favored ground rules 
it enjoys (no corporate tax, low in- 
terest costs, etc.) would accrue to citi- 
zens as taxpayers and not as consumers 
of electricity. Another means of attain- 
ing the same goal would be for the City 
to impose a tax upon electric power 
which would raise the same amount of 
revenue.” 

7 Some students may argue that municipal utilities 
should not generate revenue for general City purposes 
on the ground that the service prices necessary to at- 
tain this end would constitute an excise tax. It is 
further held that such higher prices contribute to a 
non-optimum allocation of resources because utilities 
are decreasing cost industries. Indeed, if anything, 
the service should be priced at less than full cost (or 
subsidized) to insure that market price equals mar- 
ginal cost. 

To adopt the policy suggested in the text, there- 
fore, would eliminate the subsidy and the resulting 
closer approximation to the optimum outcome im- 
plicit in “ decreasing cost industry ” argument. This 
line of reasoning draws heavily upon the classic argu- 
ments of Dupuit and Harold Hotelling. See the lat- 
ter’s “ The General Welfare in Relation to Problems 
of Taxation and of Railway and Utility Rates,” 
Econometrica, V1 (July, 1938), pp. 242-269. 


There is still much ambiguity and confusion cen- 
tering around this classic argument and its practical 
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Like the power system, the water sys- 
tem takes care of its bond service and re- 
demption charges either by handling its 
revenue bonds directly or by reimburs- 
ing the City for payments the City 
makes on general obligation bonds 
which were issued for the system. In 
addition, the system makes a contribu- 
tion to the City, which for 1956-1957 
was $1,445,000. During the same year, 
the system made profits of $5,609,000, 
which represented a 3.4 per cent return 
on the City’s equity. These income 


FEES AND SERVICE CHARGES 


119 


data are shown in Table XIII. Most of 
these profits ($4,164,000), however, 
were employed to build more water sys- 
tem facilities. 

A case could be presented for the 
City’s obtaining a 6 per cent return on 
its investment. Since the Water System 
is municipally owned, this rate is con- 
siderably below the earnings private 
capital obtains before corporate income 
and property taxes. A 6 per cent rate 
of return would give the water system 
a total profit of over $9,700,000 instead 


TABLE XII 
Los ANcetes Water System, Assets AND Liasrtities, 1953-1957 
(Thousands of dollars) 








1952-53 


1953-54 


1954-55 1955-56 1956-57 





Assets 
Current Assets 
Plant (less depreciation) .. 
Other 


$ 13,375 
200,212 


$ 12,899 
211,123 
1,696 


$ 14,148 
241,325 
1,726 


$ 12,222 
223,200 
1771 


$ 12,626 
234,885 
2,092 





$225,718 


$ 5,207 
80,326 


5 
140,180 





$237,193 $249,603 $262,199 


$ 6,533 
82,841 

3 
147,816 


$ 6,059 
88,199 


4 
155,341 


$ 6,156 
93,211 
2 


162,830 





$225,718 





$237,193 $249,603 $262,199 





Source: Controller’s Reports, 1953-1957. 





applications. First, it is not correct that decreasing 
cost industries should be subsidized. The appropriate 
measure of the social cost of a service is the value of 
resources displaced from alternatives. This would be 
the average long-run, full-cost (including rent) of 
the service. That the quantity demanded is not suf- 
ficient to permit the industry (firm) to operate at 
some possible minimum point on its long run average 
cost curve is a purely accidental property of the state 
of consumer demand (position of the demand curve) 
and technology. It simply means that all indivisi- 
bilities are not fully exploited. To exploit those indi- 


alternatives by the subsidy device. The lower output 
of other alternatives would entail a loss of total util- 
ity that would exceed the gain in utility that ensues 
from the greater output of the subsidized activity. 
Hence, if all industries operate at long-run full cost 
(including rent), which competitive industries would 


do due to impersonal forces and which public utilities 
do by force of regulation, an optimum allocation of 
resources would result. 

Second, it is questionable whether electric utilities, 
of the size encountered under present conditions (due 
to state protection and regulated monopolies) are in 
fact decreasing cost industries. A utility serving sev- 
eral million people appears large enough to exploit 
most, if not all, of the economies of scale implicit in 
the technology (this is a question of fact, however). 
Hence, at best it probably operates under constant 
cost conditions. Pricing so as to coyer long-run mar- 
ginal cost, and an opportunity return on investment 
would not be incompatible goals. To point to a util- 
ity’s ability to sell non-peak-load power at prices be- 
low “ full cost ” does not prove that utilities are de- 
creasing cost industries within the scale they cus- 
tomarily operate. Rather, it indicates a confusion be- 
tween short-run and long-run marginal costs. 
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of the present $5.6 million. The water 
system would be able to contribute an 
additional $3 or $4 million to general 
City needs. As in the case of the Power 
System, water rates would be higher, 
but the need to raise additional revenues 
through taxes would be less. In the 
process, the benefits derived from the 
investment in the Water System would 
accrue more to Los Angeles citizens as 
taxpayers and less to them as water 
users. 


NATIONAL TAX JOURNAL 


_[Vor. XII 


expansion, or they would have to 
finance it by sale of bonds. Should they 
desire to finance expansion from earn- 
ings, they would have to raise charges 
for their services. But an argument can 
be made that prices should be raised 
anyway, as a means of avoiding sub- 
sidies to particular groups and on the 
ground that these enterprises should be 
run like a private business, to make a 
return on the invested capital that re- 
flects its hire elsewhere. 


TABLE XIII 


Los Anacetes Crry Water System 
Income, Costs AND RETURN ON INVESTMENT 
1952-53 THroven 1956-57 
(Thousands of dollars) 











1952-53 1953-54 1954-55 1955-56 1956-57 
RE Oe oe ee $22,583 $24,596 $28,204 $28,985 $30,835 _ 
Operating Expense ........ 12,523 13,352 14,353 15,132 16,583 
CHMRUEMIOE .ccvbliveccccs 10,060 11,244 13,851 13,853 14,252 
Depreciation .............- 4,404 4,748 5,294 5,668 6,083 
MR nec sx'sd oo ee okt 06a o 1,894 2,184 2,346 2,354 2,560 
ee 3,762 4312 6,211 5,831 5,609 
Pe ee 1,005 1,006 1,108 1,208 1,445 
Return on Total Assets .... 26% 29% 3.6% 33% 3.1% 
Return on City Equity .... 2.8% 3.1% 42% 3.8% 3.4% 





Source: Controller’s Reports, 1952-1957. 


D. Summary on City Enterprises 


The amounts that could be gained 
from city enterprises are as follows: 





$ 1,000,000-$ 1,600,000 
1,000,000- 2,000,000 
3,000,000- 4,000,000 

30,000,000 


$35,000,000-$37 600,000 


Harbor Department .. 
Airport Department .. 
Water System 
Power System 


Total 





eee ewe tweens 





With the exception of the power sys- 
tem, these amounts could be paid the 
City with only a slight or no increase in 
the fees charged for services insofar as 
recent profits are sufficient to cover 
them. The organizations, however, 
would have little to reinvest for further 


The Power System would have to 
raise its rates significantly to be able to 
turn $30,000,000 a year over to the 
City. ‘Such a rate increase would only 
mean that Los Angeles residents would 
have electric bills similar to those of 
their neighbors who are served by pri- 
vate utilities. They would gain as tax- 
payers in that the System earnings 
would reduce the need to raise addi- 
tional funds by taxation. 


Part V—Summary and Conclusions 


Table XIV summarizes the revenue 
gains the City could achieve by revis- 
ing and reforming its structure of fees, 
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service charges and prices for services. 
A total of from $69 to $74 million of 
additional revenues could be obtained, 
based on existing levels of operation. 

It should be emphasized that these 
estimates are approximations; but, if 
they err, they err on the conservative 
side. In no case was an overhead factor 
employed to encompass the services that 
general City departments provide the 
individual service department or bu- 
reaus; only overhead factors for bureaus 
or departments were considered. For 
some functions, especially in the regu- 
latory area, not even bureau or depart- 
ment overhead factors were included. 

If these estimates are valid, it is ap- 
parent that the City of Los Angeles has 
ample opportunity to obtain additional 
revenue. These findings also suggest 
that other cities may have a lucrative 
source of revenue in the area of charging 
fees. To be sure, Los Angeles is excep- 
tional due to its municipally-owned 
power system, as compared to other 
major cities. Yet the large amounts ob- 
tainable from other sources are still 
significant. If Los Angeles is typical in 
these non-power sources of revenue, 
then cities as a whole may have within 
their own control the means of eliminat- 
ing their revenue problems. 
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EstiMaATteD ReveNvUE GAINS FROM FEE AND 
Service Cuarce Revisions 








Estimate 
Increment 
in Revenue 
(thousands 
of dollars) 


Department, Enterprise, 
or Function 





Regulatory Activities 
Animal Regulation 
Building and Safety 
Health Department 
Fire Department 
Police Department 
Parking Meter Receipts ... 


$ 168-$ 175 
455 


1,000 
1,712- 1,812 
75 
1,000—- 1,500 


Total, Regulatory Func- 
$ 4,410-$ 5,117 


Special Services 
Public Works Department 
Assessment Projects and 
Permits 
Public Works Department 
Street Resurfacing 
Public Works Department 
Bureau of Sanitation 
Trash and Refuse Dis- 
posal 
Sewer System 
Receiving Hospital 


$ 995-$ 1,030 
1,200- 1,800 


14,000— 15,000 
12,000 
1,400 


Total, Special Services .. $29,595-$31,230 


City Enterprises 
Harbor Department 
Airport Department 
Power System 
Water System 


$ 1,000-$ 1,600 

1,000—- 2,000 
30,000 

3,000- 4,000 


$35,000-$37,600 
$69,005-$73,947 


Total, Enterprises 
Grand Total 











A MORE RECENT MEASUREMENT OF THE 
BUILT-IN FLEXIBILITY OF THE 
INDIVIDUAL INCOME TAX 


LEO COHEN * 


 * cca studies have suggested the 


limited importance of the built-in 
flexibility of the individual income tax 
for the years 1948-1953.’ Since the 
data are now available through 1957, 
including some early data for 1958, 
further measurement and analysis are 
possible. 

This study has two basic objectives. 
The first objective is to measure the 
built-in flexibility of the individual in- 
come tax for the years 1949-1958. 
Built-in flexibility is defined as the 
change in tax liabilities (T) associated 
with the change in adjusted gross in- 
come on taxable returns (AGI), holding 
constant the legal provisions for exemp- 
tions, deductions, and the 1954 tax 
rates. This measurement may be ob- 
tained by computing two components, 
ie., the tax base flexibility, defined as 
the change in taxable income (TI) in 
relation to AGI, and the marginal rate 
of taxation, defined as the change in T 
associated with the change in TI.? The 


* The author is an Associate Professor of Economics 
at the Southwestern Branch, Southern Illinois Univer- 
sity. He wishes to thank Joseph A. Pechman’ for 
valuable suggestions concerning the analysis and ex- 
position. 


1See the classic article by Joseph A. Pechman, 
“Yield of the Individual Income Tax During a Re- 
cession,” in Policies to Combat Depression—A Report 
of the National Bureau of Economic Research 
(Princeton University Press, 1956), pp. 123-145, and 
Leo Cohen, “An Empirical Measurement of the 
Built-in Flexibility of the Individual Income Tax,” 
American Economic Review, May 1959, pp. 532-541. 


2 The tax base flexibility will tend to isolate the 
importance of the structure of exemptions and deduc- 


product of these two components equals 
the built-in flexibility. 

The second objective is to determine 
the distribution of TI by tax rate 
brackets for the years 1949-1957. This 
distribution is significant in explaining 
the behavior of the marginal rate of 
taxation. 


I. Size of Built-in Flexibility 


TI is defined as AGI on taxable re- 
turns, less personal deductions and ex- 
emptions. Table I presents the AGI, 
TI, and T figures for the years 1949- 
1958. The information for 1954-1957 
is now readily accessible in the respec- 
tive issues of the U. S. Treasury Statis- 
tics of Income. For the years prior to 
1954 a substantial amount of calculation 
was necessary to obtain the aggregates 
and breakdowns of TI. 

Tax base flexibility is defined as the 
yearly change in TI in relation to the 
yearly change in AGI on taxable re- 
turns. Table II shows that the tax base 
flexibility was rather stable, varying 
from a low of 0.59 for 1952-1953 toa 
high of 0.68 for 1955-1956. Fluctua- 


tions, whereas the marginal rate of taxation segregates 
the contribution of the 1954 tax rate structure on 
the built-in flexibility of the individual income tax. 


3 The change from 1953 to 1954 is not included in 
Table II (or Table III) because of the 1954 revision 
of the tax code. These changes seem to preclude the 
meaningful use of a single time series for the period 
1949-1957. Furthermore, the computation of the 
negative tax base flexibilicy (and negative built-in 
flexibility) for 1953-1954 seems highly unreasonable 
in the light of past experience. The lack of continu- 
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tions in either the tax base flexibility 
and/or the marginal rate of taxation are 
affected to some extent by the volatility 
of capital gains on returns reporting 
alternative tax. However, if one were 
to exclude the income subject to alter- 
native tax from the AGI and TI figures 
and recompute the tax base flexibility, 
one would find an insignificant differ- 
ence in the tax base flexibilities as re- 


flected in Table II.* 


TABLE I 


ApsustTep Gross INcomg, TAXABLE INCOME, AND 
Tax Liasiuities, 1949-1958 


(in billions of dollars) 





Taxable 
Income 


Tax Lia- 
bilities * 


AGI on Tax- 


Year able Returns 





$17.07 
20.65 
23.75 
25.08 
26.36 
26.67 
29.61 
32.73 
34.39 
34.24 ** 


$138.57 
158.55 


$ 71.65 
84.30 
99.29 

107.42 
115.55 
115.23 
127.89 
141.40 
149.21 
148.87 *** 


1956 .... 
1957 |... 
1958 .... 





Source: “Statistics of Income, Individual In- 
come Tax Returns.” 

*The tax liabilities are computed on the 
basis of 1954 tax rates. 

** These figures are Internal Revenue Service 
estimates from a news release dated December 
23, 1959. 
thea Estimated by dividing $34.24 billion by 


The marginal rate of taxation is de- 
fined as the change in T associated with 
the change in TI. It was computed by 





ous data, monthly or quarterly, and the 1953-1954 
recession may well explain the negative or perverse 
responsiveness of the individual income tax. 


4 The tax base flexibilities would be as follows: 
0.623, 1949-1950; 0.606, 1950-1951; 0.613, 1951- 
1952; 0.589, 1952-1953; 0.625, 1954-1955; 0.679, 
1955-1956; and 0.630, 1956-1957. The average of 
the ratios for the 1949-1953 period is 0.608 which is 
identical to the average in Table II. For the 1954- 
1957 period, the average is 0.645 as contrasted with 
0.644 in Table II. 
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obtaining a breakdown, by each TI rate 
bracket, of the distribution of TI and 
then applying the present tax rates to 
each year’s distribution of TI. Table III 
indicates that the marginal rate varied 
slightly during the 1954-1957 period 
from a high of 0.23 to a low of 0.21 for 
1956-1957. This was remarkably stable 
as contrasted to the 1949-1953 period 
in which the marginal rate showed no 
definite pattern in its variation from 
0.16 to 0.28. 

The over-all built-in flexibility of the 


individual income tax is computed by 


TABLE II 
Tax Base Fiexipmry, 1949-1957 
Change (in billions of dollars) 








Adjusted 

Gross Change in TI 
Income * ————————- 
(Taxable Change in AGI 
Returns 


Total 
Taxable 
Income * 


Years 





$19.98 
24.69 
13.35 
13.89 
19.93 
19.95 
12.62 


1949-1950 $12.65 
1950-1951 14.99 
1951-1952 8.13 
1952-1953 8.13 
1954-1955 12.66 
1955-1956 13.51 
1956-1957 781 





* Based on data in Table I. 


dividing the change in T by the change 
in AGI (which is the same as multiply- 
ing the tax base flexibility by the mar- 


ginal rate of taxation). The magni- 
tudes for the 1949-1950, 1950-1951, 
1951-1952, 1952-1953, 1954-1955, 
1955-1956, and 1956-1957 periods were 
0.179, 0.125, 0.100, 0.092, 0.147, 0.156, 
and 0.132, respectively. For the 1954- 
1957 period the average built-in flexibil- 
ity was roughly 0.145, as compared to 
0.124 for the years 1949-1953.° 


5 By computing the over-all built-in flexibility for 
the 1949-1953 and 1954-1957 periods, while exclud- 
ing the T, TI, and AGI subject to alternative tax, 
one obtains magnitudes of 0.124 and 0.146 respec- 
tively. 
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Table I shows the tentative 1958 In- 
ternal Revenue Service totals for AGI 
and T as $262.25 and $34.24 billions 
and a personal estimate of $148.87 bil- 
lion for TI. As compared with 1957, 
the 1958 figures show a slight increase 
in AGI but a drop in TI and T. If 
these preliminary statistics (which have 
been rather accurate in the past) are 
utilized to measure the 1957-1958 
change in T associated with the change 
in AGI, one obtains a built-in flexibility 
of — 1.88. 

It would be erroneous to assume that 
the negative sign obtained for 1957- 
1958 indicates that built-in flexibility 
between these two years was perverse. 
In fact, the opposite was the case. Al- 
though AGI increased slightly between 
1957 and 1958, it will be recalled that 
incomes actually declined during the 
contraction in the latter part of 1957 
and the early part of 1958. Income tax 
liabilities declined a bit in the face of 
the increased incomes between the two 
years because exemptions and deduc- 
tions continued to rise. ‘Thus, the in- 
come tax behaved in a counter-cyclical 
manner, as one would expect. 

The cyclical variability of the income 
tax during a short recession would be 
clearer if the income tax data were avail- 
able for periods of less than a year. 
There is no question, for example, that 
the annual rate of income tax liability 
dropped as incomes dropped between 
the third quarter of 1957 and the first 
quarter of 1958. The annual data can- 
not be used to measure the change in 
tax liabilities during such short periods 
because they average out incomes in 
different stages of the business cycle. 

Pechman has stated that the built-in 
flexibility of the individual income tax 
is probably larger during contractions 
(such as 1957-58) than during expan- 
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sions.® He based this conclusion on the 
hypothesis that population and exemp- 
tions would continue to rise while AGI 
was falling. This trend would intensify 
the decline in the tax base and thus in- 
crease the tax base flexibility. There- 
fore, assuming no change in the distri- 
bution of TI (and the marginal rate of 
taxation), the over-all built-in flexibil- 
ity of the individual income tax would 
be relatively larger during recessions. 
The annual income tax data for 1957 
and 1958 lend strong support to the 
Pechman proposition. 


TABLE III 
MarGInaL Rate or TAXATION, 1949-1957 
Change (in billions of dollars) 











. Total Change inT 

Years be dna Taxable ———————— 

Income Change in TI 
1949-1950 $3.58 $12.65 283 
1950-1951 3.10 14.99 207 
1951-1952 1.33 8.13 164 
1952-1953 1.28 8.13 157 
1954-1955 2.94 12.66 .232 
1955-1956 3.12 13.51 231 
1956-1957 1.66 781 213 





* Based on data in Table I. 


II. Distribution of Taxable Income 


Since the marginal rate of taxation 
depends upon the weighted average of 
the marginal rates for individual rate 
brackets, it follows that for any given 
tax rate structure its magnitude must 
necessarily depend upon the distribution 
of TI. Table IV presents the distribu- 
tion of TI by rate brackets for the years 
1949-1957. 

The 1951-1953 redistribution towards 
the lower income classes was unusual 
and rather difficult to explain, but con- 
sistent with the low and volatile mar- 


6 Joseph A. Pechman, “ Discussion,” American Eco- 
nomic Review, May 1959, pp. 552-555. 
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ginal rate of taxation. A redistribu- 
tion of TI towards the higher income 
brackets for 1954-1956 and the more 
stable percentage distribution help to 
explain the larger and rather constant 
marginal rate of taxation for the 1954- 
1955 and 1955-1956 periods. Dividend 
and interest income rose considerably 
during this period with large increases 
being received by individuals in the 
higher tax rate brackets as sharply con- 
trasted with absolute decreases during 
the 1951-1953 period. For 1957, how- 
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varies inversely with aggregative changes 
in national income.’ The 1949-1958 
data do not indicate any necessary rela- 
tionship between changes in income and 
the distribution of TI but would seem 
to suggest the importance of cyclical 
phenomena in explaining the fluctua- 
tions in the distribution of TI. It would 
be rather pertinent to examine and ana- 
lyze the crucial factors affecting the 
sources of income to all taxpayers, but 
especially those cyclical but volatile 
sources of dividend and interest income 


TABLE IV 
PERCENTAGE DISTRIBUTION OF TAXABLE INCOME BY Tax Rate BRACKETS 








Taxable Income 


Rate Bracket 1950 


1951 


1952 1953 1954 





71.74 
12.30 
4.26 
2.34 
1.70 
3.73 
2.45 
78 
35 
35 


$ 0-$ 
2 
4 
6 
8 
0 

20 

50, 
100 
200 


’ 
’ 
’ 
’ 
’ 
’ 
’ 
’ 


53 


72.25 
13.54 


441 
2.44 
1.91 
2.55 
181 

57 

29 


23 29 





100.00 100.00 


100.00 


100.00 100.00 100.00 100: 





ever, the TI distribution of the preced- 
ing three years is somewhat reversed. It 
is interesting to note that in each tax 
rate bracket, $26,000 and above, the 
relative as well as the absolute amount 
of TI dropped for the 1956-1957 period. 
One might rationalize that this trend 
may well be more pronounced for 1957- 
1958. 

The question has been raised as to 
whether the distribution of TI can be 
explained logically by cyclical or secular 
causes. In this connection, I had sug- 
gested the need for testing the proposi- 
tion (based on the apparent 1951-1953 
secular trend) that TI per rate bracket 


which particularly affect the taxpayer 
in the higher tax rate brackets. 

In any event, one should not under- 
state the importance of changes in the 
distribution of TI (and the marginal 
rate of taxation) in making predictions 
as to the size of tax liabilities or the 
built-in flexibility of the individual in- 
come tax. The evidence over a period 
of ten years seems to suggest that there 
have been cyclical variations in these 
distributions which have caused sub- 
stantial changes in the marginal rate of 
taxation. Therefore, it is quite con- 
ceivable that a governmental agency, for 


7 Cohen, op. cit., pp. 540-541. 
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example, may forecast a tax yield rather 
incorrectly based on the past prevailing 
distribution of TI which may currently 
be changing. 


II. Conclusions 


1. The recent data indicate that the 
present individual income tax structure, 
as a built-in stabilizer, is rather limited 
in promoting economic stability. At 
present rates, the built-in flexibility of 
the individual income tax for the 1954- 
1957 period was roughly 0.145, as con- 
trasted to 0.124 for 1949-1953.8 This 
increase in built-in flexibility was caused 
by the change in the distribution of TI. 

2. The negative built-in flexibility for 
1957-1958, obtained from the early 
data, seems rather unusual. Actually, 
the data show that the income tax is 


8 If total AGI is used as the base, built-in flexibil- 
ity for the 1949-1953 and 1954-1957 periods is 0.129 
and 0.146 respectively. For the derivation of total 
AGI from Personal Income, see Joseph A. Pechman, 
“What Would a Comprehensive Individual Tax 
Yield?,” Essays in Federal Taxation—papers reprinted 
from the Tax Revision Compendium submitted to the 
House Ways and Means Committee (CED, December 
1959), p. 19. 
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highly sensitive to changes in income— 
even during short recessions. The nega- 
tive sign indicates that the income tax 
behaved in a counter-cyclical manner 
even though AGI increased between 
1957-1958. This was due to the com- 
bined increase in exemptions and deduc- 
tions.® If quarterly data were available, 
they would presumably show a rela- 
tively sharp decline in income tax lia- 
bilities between the peak in the third 
quarter of 1957 and the trough in the 
first quarter of 1958. 

3. The annual changes in the distri- 
bution of TI have been considerable 
during the 1949-1957 period, affecting 
the marginal rate of taxation and the 
over-all built-in flexibility. The vola- 
tility of this distribution is of some im- 
portance in explaining the behavior of 
tax yields and the built-in flexibility of 
the individual income tax. 


® During the 1954-1957 period, the average num- 
ber of exemptions rose each year from 1.61 in 1954 
to 1.67 in 1957. The amount of deductions as a per 
cent of AGI increased constantly from 13.1 per cent 
to 13.8 per cent. It would seem logical that this 
trend continued through 1958. 





INVESTMENT IN UNITED STATES GOVERNMENT 
SECURITIES BY STATE GOVERNMENTS 


JOSEPH L, BOWER * 


]X 1957 an article by Colin D. Camp- 
bell in the March National Tax Jour- 
nal drew attention to the increasing 
size and significance of state and local 
government holdings of U. S. Govern- 
ment securities. The data for that study 
described investment holdings in fiscal 
year 1954. Campbell’s conclusions were 
that “ State and local government pur- 
chases of federal securities have resulted 
both from their expanding welfare and 
construction activities and from the ad- 
vantage being taken of earning interest 
on temporary idle funds. Their pur- 
chases have helped to bolster the market 
for U.S. government securities.” The 


purpose of the present study is twofold: 
first, to bring Mr. Campbell’s data up to 


date and thereby check the accuracy of 
his general results; second, to expand the 
inquiry into the behavior pattern of 
state government portfolios. Since 1957 
the importance of the subject has in- 
creased both because the absolute size of 
state and local government portfolics 
has increased, and because the practice 
of investing idle funds has become more 
widespread. In December, 1945, state 
and local governments held $6.5 billion 
in federal securities. In 1954 the figure 


* The author is currently a student at the Harvard 
Graduate School of Business Administration. This 
paper is a revision of a memorandum written for the 
Harvard-M.1.T. Capital Markets Research Project 
under a grant from the Merrill Foundation for Ad- 
vancement of Financial Knowledge. Special thanks 
go to Professor James Duesenberry for his guidance 
of the research and to Professor Lawrence Thompson 
for his helpful criticism and suggestions. 


was $14.4 billion, in 1956—$16.1, in 
1957—$17.0, and in 1958—$17.3. 

The study is divided into two parts. 
Part I presents an analysis of the invest- 
ment portfolios of 13 to 15 state govern- 
ments * for the fiscal years 1956, 1957, 
and 1958. Ideally the date should de- 
scribe all 48 states, but the unavailabil- 
ity of any detailed federal statistics in 
the field, limited resources and the in- 
completeness and/or unavailability of 
state documents combined to make a 
complete survey impossible. As in the 
Campbell study the sample states ac- 
count for a large percentage of total 
state holdings, 54.3 per cent in 1958, 
and should therefore be adequate for 
general conclusions based upon a statis- 
tical survey.” 


1 As described below, the number of sample states 
varies from year to year. The 1958 sample consists 
of 15 states: Arkansas, Connecticut, Maine, Maryland, 
Massachusetts, Nevada, New Mexico, New York, 
North Carolina, North Dakota, Oregon, Rhode Island, 
South Dakota, Tennessee, and Vermont; that of 1957, 
14 states, includes Delaware, and excludes Maine and 
Oregon; while the 1956 sample, 13 states, is the same 
as 1958 but includes Delaware and lacks Massachu- 
setts, Nevada, and New Mexico. 

The data were accumulated from annual financial 
statements of the individual states and in some cases 
of the individual state’s funds. 


2 It would also have been desirable for comparative 
purposes to include in the sample of states for this 
study all 12 states which made up Campbell’s sample. 
His classification of state funds was retained, but it 
was impossible to obtain data from two of the 12 
states included in the Campbell study, New Jersey 
and West Virginia. Oregon’s policy of publishing 
data only for even numbered biennial periods reduced 
the number to nine for the odd-numbered year, 1957. 
Data for New Mexico and Nevada were unavailable 
for 1956. Because of lack of sufficiently detailed 
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In Part II an effort has been made to 
measure, and in part explain, shifts 
within portfolio funds and between 
funds over the period 1954-1958, and 
to trace the growth within the various 
components of the states’ portfolios. 
Because no attempt was made to recon- 
struct Campbell’s original data, the 
study of portfolio movements within 
funds, with each state’s funds taken as 
individual observations covers only the 
period 1956 to 1958. 


I, THE SECURITY PORTFOLIOS 


In June of 1958 all of the 15 states 
studied invested heavily in federal securi- 
ties. Of a total of $3.3 billion invested 
in 1958, Table II shows that $1.9 billion, 
or nearly 59 per cent, was invested in 
U.S. governments. Twenty-one per cent 
of the total, or half of the funds remain- 
ing, $705 million, was accounted for by 
the investments of 13 states in the se- 
curities of state and local governments. 
$308 million or 9 per cent of the total 
was invested in corporate stocks and 
bonds, although only 11 of the states in- 
vested their funds in non-governmental 
securities. The remaining funds were 
distributed among mortgages— 6 per 
cent, certificate of deposit—2 per cent, 
non-guaranteed securities of federal 
agencies—1 per cent, and other securi- 
ties (primarily Canadian and Interna- 
tional Bank) — 2 per cent. Less than 
half the states invested in any one of 
these classes except for the category 
** other.” 

It should also be noted that the states 
were not at all consistent in the struc- 
ture of their portfolios, except as they 
tended to concentrate most of their 
funds in federal securities and those of 
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data, Massachusetts was left out of the 1956 sample. 
Maine, like Oregon, publishes only biennial data. 
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state and local governments. Thus, 
New York accounted for 94 per cent of 
the mortgages held by all states in the 
sample and was the only state to invest 
more than 10 per cent of its funds in 
this form. North Carolina held 92 per 
cent of all certificates of deposit, and 
these accounted for 10 per cent of its 
portfolio. South Dakota was the only 
other state to invest this large a fraction 
of its funds in this manner. Lastly, the 
diversity in size of the states’ invest- 
ments should be noted. New York 
State’s portfolio, the largest, was about 
140 times the size of that of the smallest, 
South Dakota. 


The state holdings of U. S. govern- 
ment bonds are widely distributed and 
represent all types and maturities avail- 
able. ‘Table I shows that, in 1958, 81 
per cent of federal securities held was 
in marketable issues, 14 per cent in con- 
vertible bonds, and 5 per cent in non- 
marketable issues (90 per cent of these 
or 4.5 per cent of the total are savings 
bonds). Of the 1958 holdings of fed- 
eral marketable issues, the maturity of 
36 per cent (29 per cent of the total 
holdings of federals) is less than one 
year, 8 per cent (or 6 per cent of the 
total) one to five years, and 51 per cent 
(or 41 per cent of the total) over five 
years. The remaining 6 per cent (or 5 
per cent of the total) was in bonds of 
undetermined maturities. Among the 
various states, however, the structure of 
portfolios of federals varied greatly. 
Nearly all states were well represented 
in the long end, but several held insignifi- 
cant percentages or none of their funds 
in short terms. All of these observa- 
tions for 1958 are similar to those of 
Campbell for 1954, though of course, 
small changes can be noticed through- 
out. 
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If one looks at portfolio holdings of 
governments arranged by type of fund 
holding them (Table III), it is imme- 
diately obvious that all funds do not fol- 
low the same investment pattern. Thus, 
retirement systems had few bills and 
many Treasury bonds and convertibles, 
while treasury balance funds were al- 
most entirely invested in bills, certifi- 
cates and notes. 


The Categories of Funds 


Before describing the characteristics 
of the various categories of funds it 
should be noted that the seven classes are 
arbitrary fund titles chosen for the pur- 
pose of organizing varied data into a 
consistent whole. I have accepted the 
seven classes of Mr. Campbell without 
any modification in order to facilitate 
comparison and because my experience 
confirmed that they were well chosen. 
These classes are: Retirement Funds, In- 
dustrial Accident and Sickness Funds, 
Highway and Construction Funds, Debt 
Service Retirement Funds, Treasury Bal- 
ances, Permanent School Funds, and 
Other Funds. It should be understood 
that not all states have funds falling into 
all of these categories, and that except 
for Retirement, no state used these exact 
titles for its funds.* 


Retirement Systems 


All of the 15 states in the 1958 sample 
except Maryland had some sort of retire- 


3 There is some slight area in the assignment of 
funds to categories where arbitrary judgment on the 
part of the author was the only way of fitting a fund 
to a category. The occasions presenting this problem 
were few and tended to be insignificant. The pri- 
mary case in point is the addition of “ Capital Im- 
provements” to Campbell’s category Highway and 
Construction. The structure of funds which were 
considered capital improvement funds differed little 
from highway and construction funds and it seemed 
more appropriate to merge the two groups than to 
banish capital improvements funds to the nebulous 
company of “ other.” 
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ment system (s), and had had such a sys- 
tem at least since 1954. These systems 
are generally for the benefit of state 
and/or local government employees 
and/or teachers in the state public school 
systems. Although a majority of the 
states have one or more funds which are 
larger than the retirement fund, the re- 
tirement systems, together, make up the 
largest fund category in the study. In 
1958 their holdings of U.S. governments 
accounted for 48 per cent of the total or 
$922 million. Of the $922 million, 
$605 million or 65.6 per cent was in 
Treasury bonds, and 90 per cent of these 
were of maturities greater than ten 
years; $255 million or 27.7 per cent was 
in the convertible Investment Series B. 
Only 4.3 per cent of Retirement Sys- 
tems’ total holdings of federal securities 
was in maturities of less than 5 years. 
Of these short term securities, less than 
1 per cent was in bills or certificates. 
Such a concentration in longs is, of 
course, natural and would be expected 
of retirement system portfolios. 


Industrial Accident and Sickness 


The second largest class of funds in 
Campbell’s study, the Industrial Acci- 
dent and Sickness funds, was sixth larg- 
est in 1958. Only seven states in the 
sample had such funds. The category 
consists of industrial commission funds, 
disability investment funds, accident 
funds, disability insurance reserve funds 
and state workmen’s compensation 
funds.® Of the $109 million invested in 
1958 in federal securities, 85 per cent 


4In no other case did shifts in the composition of 
sample introduce changes in the relative size of funds 
and/or the portfolio structure of funds of any signifi- 
cance. The reader may assume that shift in sample 
introduced no change whatsoever except for the In- 
dustrial Accident and Sickness fund. 


5 State as opposed to states’ holdings in the federal 
system. 
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was in Treasury bonds (a little less than 
two-thirds of these of maturities greater 
than five years), 6 per cent in convert- 
ibles; and 7 per cent in non-marketable 
bonds. The remaining 2 per cent was 
invested in bills, certificates and notes. 


Highway, Construction and 
Capital Improvements 


The third largest investor class among 
the funds, holding 12 per cent of the 
federal securities, was the Highway, 
Construction and Capital Improvement 
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because Maine and Oregon both have 
funds in this class and both publish only 
biennial data. Of the $225 million in- 
vested by this class of funds, 46 per cent 
was in Treasury bills, 30 per cent in 
Treasury certificates of indebtedness, 7 
per cent in Treasury notes, 15 per cent 
in Treasury bonds. Two-thirds of the 
bonds were in the five to ten year class 
and over half of the remainder in the 
“Jess than one year” class; virtually 
no funds were invested in convertibles 
and only 2 per cent in non-market- 


TABLE II 
INVESTMENT Portrorios oF SAMPLE State GOVERNMENTS, 
Enp or Fiscat Year * 1954, 1956, 1957, 1958 








Percentage Distribution of Type of Securities Held 





1954 


1956 1957 1958 





63:19% 

14.47 
6.95 
5.26 
4.09 


U. S. Government 

State and local governments ... 

Corporate stocks and bonds .... 

Mortgages 

Certificates of deposit 

F.H.A. and other non-guaranteed 
federal securities 

Other (primarily Canadian and 
International Bank) 


2.50 
3.54 


58.53% 

21.28 
9.29 
5.93 
1.55 


60.61% 

20.26 
7.26 
6.14 
0.81 


60.62% 

19.37 
5.40 
7.73 
439 


0.29 0.42 


2.20 4.50 





* The end of the fiscal year is June 30, except for New York State—March 31. 


funds. This category includes funds of 
highway and turnpike authorities, bridge 
authorities, housing and other public 
construction projects, and capital im- 
provement or restoration funds (such 
as flood damage funds or mosquito con- 
trol) which receive independent appro- 
priations and are not part of the general 
operations of the state. Eleven states 
in the sample had such funds in 1958. 
The number varies throughout the years 
of the study, primarily because of the 
temporary nature of some of the funds 
—when highway construction is com- 
pleted the fund may vanish—but also 


ables. The growth of this class of funds, 
detailed below, and the temporary na- 
ture of a great part of the monies avail- 
able for investment, make it at once one 
of the most conservative and most specu- 
lative. 


Debt Service Retirement 


Nine states had Debt Service Retire- 
ment funds. This class of funds is made 
up primarily of sinking funds. In 1958 
they held $204 million or 11 per cent of 
the federal securities owned by the fifteen 
states. Of these federal securities 88 per 
cent represented Treasury bonds, 60 per 
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cent of which had maturities of more 
than five years. Of the remaining funds, 
§ per cent was invested in bills, 5 per 
cent in non-marketables, next to none in 
convertibles (.03 per cent), 1.5 per cent 
in notes, and .5 per cent in certificates. 
Debt Service Retirement funds tend 
to disappear gradually, of course, as issues 
are called, but the life of an individual 
fund may exceed 20 years or more. 
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Treasury Balances 


This class of funds includes general 
funds, inactive funds, tax stabilization 
reserve funds, treasurers’ investment of 
fund balances, and general revenue in- 
vestment accounts. In 1958 twelve 
states had funds of this type invested in 
federal securities—17 per cent of the 
total or $322 million. Fifty-two per 
cent or $167 million was invested in 


TABLE III 


PerRcENTAGE DISTRIBUTION OF SAMPLE States’ Hotprnes or U. 8. GoverNMENT SEcurRITIES 
By Type or Security AND Crass or Funp, Fiscar 1954-1958 














Type of Security 
— asa 
Fund Year . Invest- Non-mar- eroentage 
Bills —" Note — ment ketable Total — 
Series B Securities 
Retirement 1954 0.30% 0.00% 1.00% 45.70% 46.90% 6.00% 100.00% 36.99% 
1956 1.24 0.00 0.00 51.06 43.04 4.66 100.00 45.01 
1957 1.66 0.00 0.08 56.90 36.13 5.17 100.00 45.77 
1958 0.33 0.46 1.89 65.57 27.67 4.08 100.00 47.55 
Industrial acci- 1954 0.40 0.40 1.00 67.40 25.90 4.90 100.00 20.59 
dent and 1956 0.92 0.80 14.23 69.16 6.16 8.73 100.00 6.72 
sickness 1957 1.28 5.73 10.39 72.59 3.07 747 100.00 3.30 
1958 0.64 0.27 0.92 84.75 581 7.61 100.00 5.66 
Highway,con- 1954 65.10 21.80 11.30 0.00 1.80 0.00 100.00 17.63 
struction and 1956 43.61 1846 33.72 3.28 0.10 0.83 100.00 14.30 
capital im- 1957 74.40 7.72 8.33 7.51 0.00 2.03 100.00 13.74 
provements 1958 45.77 29.84 7.33 14.96 0.10 2.19 100.00 11.60 
Debt service 1954 20.10 6.20 5.90 61.70 0.00 6.10 100.00 10.49 
retirement 1956 2.82 0.64 5.53 84.46 0.00 6.55 100.00 13.64 
1957 4.78 1.91 3.02 84.98 0.00 531 100.00 10.60 
1958 5.38 0.37 1.47 87.69 0.03 5.06 100.00 10.52 
Treasury 1954 30.90 30.90 28.70 7.90 1.30 0.20 100.00 9.98 
balances 1956 67.36 15.96 13.59 3.01 0.00 0.08 100.00 17.23 
1957 57.83 24.38 12.54 5.23 0.00 0.03 100.00 19.73 
1958 51.80 34.27 5.94 7.380 0.00 0.19 100.00 16.62 
Permanent 1954 21.60 0.00 0.00 34.70 3.00 40.90 100.00 1.75 
school 1956 7.94 2.65 1.02 65.81 239 20.19 100.00 2.54 
1957 12.09 0.03 1.21 60.29 0.36 26.02 100.00 6.26 
1958 11.68 3.98 0.92 60.99 0.68 21.75 100.00 6.90 
Other 1954 9.40 2.10 1.60 47.80 6.50 33.00 100.00 2.56 
1956 4.36 2.91 2.72 39.83 14.19 35.99 100.00 0.56 
1957 434 0.00 0.00 68.80 8.47 18.39 100.00 0.60 
1958 6.61 3.62 1.67 73.45 5.79 8.86 100.00 1.16 
All types 1954 17.50 730 6.10 39.90 23.30 5.50 100.00 
1956 19.08 5.61 8.91 42.03 19.95 4.42 100.00 
1957 23.72 6.26 440 43.70 16.81 5.20 100.00 
1958 15.53 9.74 3.03 53.14 13.61 484 100.00 
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Treasury bills, 34 per cent or $110 mil- 
lion in Treasury certificates of indebted- 
ness, 6 per cent in Treasury notes and 
the remaining 8 per cent in Treasury 
bonds. The funds available for such in- 
vestments vary from year to year and 
within the year, being affected by tax 
dates, dates of major expenditures, and 
various revenue sources which fluctuate 
with activity and income within the 
state. 


Permanent School Funds 


Twelve states held investments of 
federal securities in this category, the 
fifth largest group of funds, amounting 
to 7 per cent of the total or $134 mil- 
lion. Permanent School funds consist 
of all funds devoted to educational pur- 
poses; endowment funds, investment of 
temporary school fund surpluses, and 
funds for the expansion and mainte- 
nance of physical plant are included. 
Sixty per cent of the federal securities 
held was Treasury bonds, a little more 
than half of them being over ten years 
in maturity, 12 per cent was bills, 4 
per cent certificates, 1 per cent notes, 
and 21 per cent non-marketable—vir- 
tually all of these last being savings 
bonds. 


Other 

The “ Other” category is primarily 
made up of various trust funds. Only 
1 per cent of the total federal securities 
invested was held by this category. 


Il, SHIFTS IN THE FUNDS 


A comparison of the sections of Table 
III shows that while the above description 
of the structure of the various funds in 
1958 roughly describes the situation in 
1954, 1956, and 1957, there have been 
changes in the structure of the funds, in 
some cases large changes. 
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There are two types of changes: first, 
the relative size of the funds has shifted 
since 1954, and second, the portfolio 
structure of the funds has changed. 
Column 8 of Table III describes the rela- 
tive shifts in the size of the funds. The 
major trends are, speaking relatively, 
the growth of Retirement funds from 
1954 to 1958, the decline in size of the 
Industrial and Sickness funds,® the de- 
cline of Highway funds, and the in- 
creased size of Treasury Balances. Per- 
manent School funds have increased their 
relative position four times over but still 
account for but a small percentage of 
total holdings. 

As shown in Table IV, the structure 
of the entire portfolio seems to be sub- 
ject to two kinds of shifts. Some shifts 
in the portfolio seem to be responses to 
year-to-year shifts in the interest rate. 
Thus 19.1 per cent of the federal securi- 
ties was held in bills in 1956. The fig- 
ure was 23.7 per cent in 1957 and 15.5 
per cent in 1958. On the other hand, a 
steady trend is noticeable into market- 
able issues, into Treasury bonds in par- 
ticular, and out of convertible bonds. 
Of these shifts, the year to year move- 
ments are by far the most important 
both to the Treasury Department and 
the bond traders, because both are inter- 
ested in the composition of the market 
for government securities. 

In analyzing portfolio changes, it was 
assumed for the purposes of this study 
that three factors were at work. A 
shift in portfolio structure must either 
be the result of changes in the relation- 
ship among the various funds, changes 
in the portfolio structure of the indi- 
vidual funds, changes in the relationship 
among the states themselves, or some 

6 As explained above, this apparent trend is pri- 


marily the result of a shift in the composition of the 
sample. 





136 


combination of the three factors. Fur- 
ther, it was thought that the change in 
the structure of the individual funds 
with the relationship between funds held 
constant ought to represent that factor 
in portfolio structure which is sensitive 
to the interest rate.’ Regression analysis 
of the sample portfolio over four years 
suggested that changes in the spread in 
interest rates among the various maturi- 
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however, because of the limited number 
of years for which observations were 
available. 

The data for 1956, 1957, and 1958 
were then tabulated by individual funds 
of individual states, and as a further re- 
finement the table was summarized ver- 
bally by state. It then became apparent 
that what showed up in aggregate fig- 
ures as inconsistent data was most often 


TABLE IV 


PerceNTAGE DistripuTion or U. 8S. GoveRNMENT Securities OWNED By SAMPLE SratTEs, 
Fiscat 1954-1958 











1954 1956 1957 1958 
Marketable issues 

A ee eer 17.5 19.08 23.72 15.53 
COI. 5 cass vleaesvakes os 7.7 5.61 6.26 9.74 
ce Go ee 6.1 8.91 4.40 3.03 
Within one year .......... 3.9 442 ; 1.92 
One to five years .......... 2.2 449 J 1.11 
Treastiry bonds «2. .......5.0. 39.9 42.03 43.70 53.14 
Maturity unknown ........ 0.0 2.65 7.75 481 
Within one year ........... 8 0.00 1.35 1.92 
One to five years .......... 8 1.68 2.78 5.05 
Five to ten years .......... 6.7 9.25 4.64 3.32 
Over TN YeRG .... 0.600000 31.5 28.45 27.18 38.04 
Total marketable issues ........ 71.2 75.63 78.08 81.44 
Convertible bonds (Series B) ... 23.3 19.95 16.72 13.61 

Non-marketable issues 
Investment Series A ......... 5 0.57 0.44 0.40 
AT TIO 6 6.06 050 6000s vee 3 0.00 0.00 0.00 
ES a eee 46 3.85 4.76 4.44 
Total non-marketable issues .... 5. 442 5.20 4.84 





ties available, rather than the absolute 
level of the interest rate, determined 
shifts in portfolio structure. Thus with 
interest rates falling across the entire 
maturity structure a portfolio shift 
would be seen into that maturity whose 
yield fell least. No statistically con- 
sistent relationship could be discovered, 

TIt was hypothesized that both the relationship 
among funds and that among states were primarily 
determined by political and other institutional factors. 


Therefore, for purpose of economic analysis, these 
relationships were held constant. 


attributable to offsetting trend and 
counter-trend behavior of the individual 
states. 

From this summary all insignificant 
changes and/or movements were elimi- 
nated.® Two major trends then became 
apparent. From June 1956 to June 
1957most of the significant shifts were 
in the short direction, into bills or cer- 
tificates. From June 1957 to June 1958, 


8 Insignificant changes were judged to be changes 
of less than 4 per cent. 
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almost all of the significant changes were 
shifts long, into Treasury bonds of ma- 
turity greater than five years. The Ap- 
pendix presents a summary of these two 
trends. The 1956-1957 trend saw ten 
state funds following the rise in the bill 
rate into shorts, and two state funds 
moving in the opposite direction. In 
1957-58, the drop in the bill rate of 
2.46 percentage points contrasted with 
a decline of only 0.32 points in the bond 
yield caused, or seemed to have caused, 
seven state funds to switch from shorts 
to longs. An additional four funds 
which held combinations of long and 
non-marketable governments invested 
new funds exclusively in longs. Only 
four funds moved in the opposite direc- 
tion—into shorts. A chi square test, 


adjusting for only one degree of free- 
dom, shows the relationship to be sig- 
nificant at the 5 per cent level. 

The significance of the two trends in 


absolute terms is shown in Table V. Us- 
ing the 1956 and 1957 portfolio struc- 
ture and actual portfolio totals for 1957 
and 1958, projections were made to de- 
termine what the dollar breakdown by 
maturity would have been for each of 
these years if the relative composition of 
funds had remained unchanged. The 
actual figures were then subtracted from 
these projections. Thus a positive figure 
in Table V shows that the projection 
was too high, a negative figure, that it 
was too low. 

From 1956 to 1957 the shift short is 
seen in the fact that the projection of 
bills was $86 million too low, that of 
certificates $12 million too low, that of 
long notes $79 million too high and, 
that of bonds over five years $109 mil- 
lion too high. From 1957 to 1958, the 
shift long showed up in the projection 
of bills $159 million too high (offset 
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only somewhat by a projection of cer- 
tificates $68 million too low), the pro- 
jections of notes less than one year $44 
million too high, (somewhat offset by a 
projection for long notes $17 million too 
low), and a projection of Treasury bonds 
$186 million too low. In particular, 
bonds over ten years were projected 
$210 million too low. Thus the Appen- 
dix and Table V together illustrate the 
fact that portfolio structure is sensitive 
to some extent to changes in the interest 
rate and that this sensitivity leads to 
statistically significant changes which 
are of large absolute magnitude. 

Looking at the individual changes 
themselves, some speculation is apparent 
in the 1957-1958 shifts into longs of 
several State Highway funds. It is very 
possible that rising bond prices, as op- 
posed to an increase in the spread be- 
tween shorts and longs, accounted for 
these moves. The resources of a high- 
way fund must necessarily be liquid, and 
when a large portion of such funds is in- 
vested in a long term bond, the invest- 
ment must be considered speculative as 
the funds managers could not be sure of 
holding the bond to maturity if prices 
fell. 

Two of the exceptions to the 1957- 
1958 trend can be satisfactorily ex- 
plained as hedging movements. The 
Debt Service Retirement funds of New 
York and Rhode Island moved into in- 
termediates rather than shorts while de- 
creasing longs. The other two observa- 
tions are harder to explain. In the 
1956-1957 movement into shorts, hedg- 
ing in intermediates also seems to explain 
one of the counter trend observations. 
On the other hand, the remaining item 
would appear to be a bad guess on the 
part of the fund manager. 

Before leaving Table V, the over-all 
trend into Treasury bonds from 1954 to 
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1958 should be noted as well as the 
steady movement out of convertibles. 
The projection of Treasury bonds was 
$33 million too low in 1956, $70 million 
too low in 1957 and $260 million too 
low in 1958, while at the same time 
the projection of convertibles increased 
steadily from $52 million too high in 
1956 to $188 million too high in 1958. 
The former, in part, reflects the growth 
of retirement funds with their inherent 
tendency to keep a major portion of 
their funds in the long end of the ma- 
turity structure. 

Finally, there have been a few notice- 
able trends in portfolio structure out- 
side of the sphere of federal securities. 
While the shifts as shown in Table II 
are small, and while some part of the 
shifts, particularly from 1954 to 1956, 
is the result of a change in the sample, 
there is a noticeable trend out of U.S. 
governments and into the securities of 
state and local governments and private 
corporations. This trend is only evident 
in a relative sense, as the absolute size of 


holding of federal securities has in-' 


creased. The trend can be partially ex- 
plained by the fact that a large fraction 
of state and local government securities 
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and corporate debt and equity is held by 
Retirement funds. The retirement sys- 
tems not only have the longest time 
horizons of any of the funds, but also 
have the greatest interest in yield qua 
yield and in maintaining the real value 
of their capital over time. Retirement 
funds also have the greatest likelihood of 
being independently managed. 

Except perhaps for a drift, 1956 to 
1958, into non-guaranteed federal se- 
curities and a slow drift out of mort- 
gages, there is no other readily discern- 


ible trend in Table II. 


Conclusion 


After taking account of the composi- 
tion of the total portfolio in terms of 
funds, there is some indication of sensi- 
tivity to yield shifts. The two move- 
ments, short from 1956 to 1957, and 
long 1957 to 1958, are statistically sig- 
nificant at a § per cent confidence level 
and are of approximately $150 million 
in absolute magnitude. 

Finally, allowing for the shifts in the 
composition of the sample, there is a 
noticeable trend out of U.S. govern- 
ments into state and local government 
securities. 
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(Figures are Percentage Points of Change in Asset— 
Total U.S. Securities Portfolio Ratios) 
Part I. 1957-58 TREND INTO LoNGs 
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Arkansas Retirement .............: 
Connecticut Retirement ........... 
Connecticut Debt Service Retirement 
New Mexico Highway ............. 
New Mexico Retirement ........... 
New York Retirement ............. 
North Carolina Retirement ......... 
North Dakota Highway ........... 
Tennessee Retirement ............. 
Vermont Retirement .............. 
Vermont Debt Service Retirement ... 


Exception to Trend 
Maryland Debt Service Retirement... - 4 + 4 
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Part IJ. 1956-57 TREND INTO SHORTS 
Follows Trend 


Connecticut Highway ............. - 2 

Connecticut Debt Service Retirement - 5 

Maryland Debt Service Retirement... —- 7 - 1 
New York Retirement ............. - 6 

New York Highway .............. - 6 
New York Debt Service Retirement .. — 5 - 9 
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INCOME TAX EXEMPTION AND ECONOMIC 
DEVELOPMENT 


KENNETH M. KAUFFMAN * 


Fhe developing an elaborate set 
of institutional arrangements to 
implement the collection of revenues, it 
would seem paradoxical for a state to 
establish similar procedures to nullify 
the initial effort. Yet this is precisely 
what is being done by a large number 
of underdeveloped countries today. It 
is safe to say that at least thirty coun- 
tries and territories have promulgated 
legislation designed to facilitate the 
granting of tax exemptions for what 
most frequently are called “ pioneer ” or 
‘new and necessary industries.” * 

Considering the extensive nature of 
“tax holiday” laws, it is remarkable 
that so little attention has been devoted 
to analysis of their operation and sig- 
nificance. While it is true that several 
case studies concerned with particular 
countries have appeared, there has been 
little effort in the direction of general- 
ization based upon the laws and experi- 
ence of a number of countries.” Nat- 

* The author is Instructor in Economics at Har- 
vard and a staff member of the Harvard Law School 
International Program in Taxation. He is especially 
indebted to Oliver Oldman, Assistant Professor of 
Law, Harvard Law School, for invaluable stimulation, 
criticism, and suggestions. 


Editor’s note: Parts III and IV of this article will 
be published in the next issue of the Journal. 


1 The International Chamber of Commerce in its 
pamphlet Taxation and the Developing Nations (Paris, 
1959) presents a convenient summary of the various 
reliefs from direct taxation offered in underdeveloped 
areas. 


2 Two significant case studies of exemption pro- 
grams have appeared, Milton C. Taylor, Industrial 


urally generalization must wait upon 
the completion of case studies, but it is 
probably not too early for an initial 
foray. 

The present study, which attempts a 
general analysis of income tax exemp- 
tion as a technique designed to promote 
economic development in underdevel- 
oped countries, is divided into four 
parts. The place of tax exemption in 
the strategy of economic development 
is considered in Part I. Part II surveys 
exemption from the point of view of 
the prospective investor, and indicates 
that while the prima facie value of tax 
relief can be great, closer inspection re- 





Tax-Exemption in Puerto Rico (Madison: University 
of Wisconsin Press, 1957), and Stanford G. Ross and 
John B. Christensen, Tax Incentives for Industry in 
Mexico (Cambridge, Mass.: International Program in 
Taxation, Law School of Harvard University, 1959). 
Apart from these larger published works there exist 
a number of articles dealing with specific countries, 
e.g., Alan H. Smith, “ Tax Relief for New Industries 
in Ghana,” National Tax Journal, XI (Dec., 1958), 
pp. 362-70; Britton Harris, “ Note on Tax Exemp- 
tion and Development,” National Tax Journal, VIII 
(Dec., 1955), pp. 383-99, essentially a criticism of 
Taylor’s book; M. J. Kust, “ Income Tax Concessions 
for Private Investment in India,” Taxes (Feb., 1958), 
pp. 114-23. Some discussion of exemptions may be 
found also in various United Nations publications, 
e.g., United Nations Economic and Social Council, 
Financing of Economic Development: International 
Tax Problems, Document E/2865 (May, 1956), and 
J. Harvey Perry, Taxation and Economic Develop- 
ment in Ghana (New York: UN:TAA, 1958), pp. 
29-50. The paper by Joseph Froomkin, “ Some Prob- 
lems of Tax Policy in Latin America,” National Tax 
Journal, X (Dec., 1957), pp. 370-79, while covering 
a wider range of topics, is valuable as a comparative 
study which gives some attention to exemptions. 
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veals a number of factors which be- 
cloud the value of the stimulus. A brief 
survey of the effects of exemption pro- 
grams in Puerto Rico, Mexico and the 
Philippines constitutes Part III, and the 
final part is devoted to some further 
problems and conclusions which gen- 
erally question the use of income tax 
exemption as an incentive device for 
the underdeveloped country. 


PART I: TAX EXEMPTION AND THE 
STRATEGY OF ECONOMIC 
DEVELOPMENT 


A. The Setting of the Investigation 


The underdeveloped country provides 
the background against which tax holi- 
day laws will be discussed. What is 
meant by “underdeveloped country ” 
varies from place to place and accord- 
ing to the purposes at hand, but a com- 
plex of characteristics exists in many 
areas which would generally qualify 
the countries concerned for the title. 
Typically these characteristics include 
economic factors such as low income per 
capita, low investment as a proportion 
of gross national product, predominance 
of agricultural employment, and a 
highly skewed distribution of income. 
An important sub-type is the “ export 
economy ” with its heavy dependence 
on foreign trade and specialization on 
the exportation of a few primary prod- 
ucts. Whether an “export economy ” 
or not, the underdeveloped country 
often suffers from balance of payments 
deficits. 

Public finance in the underdeveloped 
country relies heavily upon indirect tax- 
ation for revenue, but income taxation 
has been growing in significance. Rev- 
enues as a whole are a smaller propor- 
tion of the national income than in de- 
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veloped countries, and the proportion 
has not risen rapidly as in the developed 
countries. Expenditures, nevertheless, 
tend to grow, and consequently there 
are often inflationary deficits. 


B. The Objectives of Government 
Policy 


The existence of tax exemption laws 
in underdeveloped countries reflects the 
high political priority given to schemes 
which are thought to promote economic 
development. Policy makers in these 
countries, however, like their counter- 
parts in the developed country, must 
consider a variety of economic objec- 
tives. Not only growth, but also full 
employment, stable prices, optimum al- 
location of resources, a satisfactory dis- 
tribution of income and a proper bal- 
ance of payments may be desired. 
Noneconomic goals and values (stable 
domestic political relations, satisfactory 
international relations, promotion and 
preservation of culture) must be con- 
sidered. These goals of high policy may 
be complementary, competitive, or neu- 
tral with respect to one another. Stable 
domestic political relations would gen- 
erally be considered complementary 
with economic development,’ for ex- 
ample, while income equalization meas- 
ures are sometimes viewed as incompati- 
ble with maximum capital formation.‘ 

8 John Stuart Mill, a man who put great store in 
the role of a stable government in establishing the 
secure environment which he thought vital for eco- 
nomic growth, nevertheless pointed out that there 
might be some optimum degree of lawlessness from 
an economic point of view. The prosperity of the 
League Towns, Venice and so on, in a lawless age, he 
says, shows that a certain degree of insecurity in 
some combinations of circumstances, has good as well 
as bad economic effects. Cf. Principles of Political 


Economy, ed. Ashley (London: Longmans, Green & 
Co., 1909), p. 881. 


4On the other hand a more equal distribution of 
income will widen markets, which is most important 
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Tracing out the interrelations among 
various policy objectives is a difficult 
task, and the results will always be open 
to criticism. It may be hypothesized, 
however, that although the goal of eco- 
nomic growth through higher invest- 
ment stands near the top of the list in 
most underdeveloped countries, this goal 
will be sacrificed if the measures re- 
quired to attain it interfere markedly 
with the fulfillment of other cherished 
aims. Consequently, one important 
question is the extent to which income 
tax exemptions are compatible or in- 
compatible with the attainment of cer- 
tain ends. To put the question in an- 
other way, it may be asked to what 
extent does the general stimulus to in- 
vestment provided by tax exemption 
become circumscribed because of a de- 
sire to create a certain kind of economy. 

The kind of economy desired by 
policy makers is embodied in a general 
strategy of economic development. To 
understand the role of tax exemption in 
shaping development it is thus neces- 
sary to place it in the context of this 
general strategy. The strategy itself 
may be contained in the provisions of a 
well constructed Plan, or it may simply 
be embodied in a variety of laws, state- 
ments and institutions which are not 
necessarily consistent or complete. For 
purposes of this study, however, the 
strategy need be known in broad outline 
only, and it will be assumed that this 
outline is inherent in a Plan or may be 
derived from the provisions of the ex- 





for development while the loss of growth promoting 
expenditures resulting from redistribution may often 
be overestimated because of the high marginal pro- 
pensity of the rich to consume luxuries and export 
capital. The important issue for development policy 
may not be income equalization, but income redistri- 
bution from those who engage in nongrowth stimu- 
lating spending to those whose spending promotes 
development. 
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emption laws themselves along with in- 
formation concerning the actual opera- 
tion of the laws. In only a few instances 
will it be necessary to go beyond these 
sources. The key questions of strategy 
for present purposes concern the role of 
planning, the nature of the public sector 
commitment, the place of foreign capi- 
tal, the problem of the balance of pay- 
ments, the sectoral emphasis, and the 
role of internal and external economies 
of production. 


C. Tax Exemption in the Context of 
the General Strategy of Economic 
Development 


Planning: Generally in countries with 
Plan documents only the public sector 
program is spelled out in detail. While 
a large portion of the “ planned” in- 
vestment may be allocated to the pri- 
vate sector, particular projects cannot 
be examined in detail, for, clearly they 
will be undertaken only if the private 
investor thinks they are worthwhile and 
finds the necessary resources. Perhaps 
because the Plan is difficult to apply 
directly to the private sector, it is often 
the case that the role of the public sector 
is heavily emphasized in the underde- 
veloped country using formal planning 
techniques. Given the general shortages 
of critical resources, this means that the 
government will view the private sector 
essentially as a supplier of the means 
for development projects to be under- 
taken by the public sector. Ordinary 
revenues never suffice for the ambitious 
aims of the Plan; ° it becomes necessary 
to garner savings in extraordinary ways, 
to borrow abroad, deficit finance and so 


forth. 


5 India’s second five year plan, for example, calls for 
only one sixth of the public program to be financed 
from current account surplus. Cf. Government of 
India, Second Five Year Plan (1956), p. 77. 
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Because of the focus on the govern- 
ment sector, tax exemption schemes are 
of limited significance in the context of 
an over-all Plan. In India, for exam- 
ple, the role of tax exemption under 
planning is made clear. Of a total 
planned investment aggregating Rs. 
6200 crores, Rs. 2400 crores is allocated 
to the private sector.° The Plan main- 
tains that the State can aid the private 
sector in achieving the investment tar- 
get partly by “cutting out undesira- 
ble investment—through capital issues 
control, control over exports and im- 
ports and licensing of industries; partly 
through tax adjustments and conces- 
sions and in part by way of selective 
financial assistance through the various 
corporations which have been set up 
for the purpose.”* In this context it 
seems clear that the tax concession is 
merely a minor incentive which is used 
along with a wide range of control 
measures designed to allocate investment 
according to government wishes. 

The Indian Plan concluded that the 
private sector would be able to take care 
of its financial needs because of the ex- 
istence of a growing capital market and 
the easy money created by government 
deficit financing.* Experience under 
the Second Plan has borne out this fore- 
cast, for the private sector investment 
has gone far beyond expectations. Im- 
portation of capital goods on private 
account during the first year of the 
Plan, for example, absorbed the total 
amount of foreign exchange projected 
for this purpose for the whole five year 


6 Ibid., p. 92. One crore equals ten million; one 
rupee equals twenty-one U. S. cents. 


7 Ibid., p. 93. 
8 Ibid. 
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period.® This heavy private investment 
and the apparent inability of controls 
to cope with the situation meant that 
the public sector was unable to achieve 
its goals during the first two years of 
the Plan. Instead of the allotted por- 
tion of well over 50 per cent of total 
investment, the government accounted 
for only about 40 per cent.’° Thus, al- 
though no conflict between private and 
public investment was expected when 
the Plan was written,™ the Plan in prac- 
tice demonstrated that tax yields and 
other flows to the public sector were in- 
sufficient.” 

Nature of the Government Commit- 
ment: The reason for the conflict be- 
tween tax exemption and Plan objectives 
lies in the rigidity of the public sector 
commitments which are definitely speci- 
fied in the document. In these circum- 
stances the government cannot afford to 
fail, and an uncontrolled private sector 
may well lead to such a result. Tax ex- 
emption must in this situation be used 
in a limited way or converted into a 
control device. 

That a choice must be made between 
formal planning which involves heavy 
government participation and tax ex- 
emption as a basic instrument in promot- 
ing the ends of development is perhaps 
best illustrated by the example of Puerto 
Rico. With the establishment of a Plan- 
ning Board, Government Development 


9 Edward S. Mason, Economic Planning in Under- 
developed Areas (New York: Fordham University 
Press, 1958), p. 77. 


10 Jbid. 
11 Second Five Year Plan, loc. cit. 


12 Since tax incentives operated in the direction of 
allocating too much to the private sector relative to 
the planned proportion, it might be expected that en- 
thusiasm for them among the Planners would be 
dampened. One might expect less incentive and more 
direct control to be forthcoming. 
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Bank, and the Puerto Rico Industrial 
Development Company (1942), the 
government embarked upon a program 
which emphasized the public sector role 
in initiating and operating new enter- 
prises. Although some success was at- 
tained in these ventures, it became evi- 
dent that much more activity would be 
required if Puerto Rico was to grow in 
a substantial way. At this point a de- 
cision was taken to de-emphasize the 
role of the direct government commit- 
ment and to use public funds not as a 
principal component but as a catalyst in 
the initiation of new enterprise. Tax 
incentives were then decided upon as 
the chief instrument for attracting pri- 
vate capital and technology.* 

The fact that tax exemption is essen- 
tially an instrument designed to pro- 
mote private investment, however, does 
not mean that the government using it 
necessarily plays or wishes to play a 
minor role. What it does mean is that 
the government role must be flexible 
and adjust to the response of private in- 
vestors. Even in Puerto Rico where 
private investment is genuinely stressed, 
total government participation in the 
capital of manufacturing establishments 
promoted by Fomento amounted to 15 
per cent in 1957."* Most of these enter- 
prises, it may be assumed, enjoy tax 
exempt status.’® 


13 Cf, Teodoro Moscoso, Address before the Inter- 
national Industrial Development Conference, San 
Francisco, Oct. 17, 1957, cited by William H. Stead, 
Fomento—T he Economic Development of Puerto Rico 
(Washington: National Planning Association, 1958), 
p. 113. 


14 This figure was computed from information 
supplied by the Office of Economic Research, Eco- 
nomic Development Administration, as cited by Stead, 
op. cit., p. 47. 


15In its first incentive plan which operated be- 
tween 1948 and the end of 1953 government partici- 
pation amounted to nearly 25 per cent. Of the 273 
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Two other examples may be cited to 
illustrate how the exemption technique 
may be allied with government partici- 
pation. The first is provided by the 
Ceylon exemption law which accords 
maximum benefits to enterprises in 
which the government has an interest.’® 
The second is found in Mexico where 30 
per cent of the benefits of exemptions 
between 1949 and 1957 accrued to gov- 
ernment owned enterprises.’ In this 
case the tax stimulus may have served to 
help these decentralized operations be- 
come self-sufficient through circumven- 
tion of the budgetary appropriation, but 
it clearly had nothing to do with stimu- 
lating the private investor. Neverthe- 
less in Mexico, although the government 
contribution to the development effort 
has been large,’* the public commitment 
is not rigidly specified. There is conse- 
quently less probability of conflict be- 
tween public and private ventures. 

The Place of Foreign Capital: It is 
generally conceded that substantial im- 





factories in operation under the auspices of Fomento 
at the end of 1953, 90 per cent were tax exempt. 
Cf. Mariano H. Ramirez, Introduction to Industrial 
Incentives Act of 1954 (San Juan: Commonwealth 
of Puerto Rico, n.d.), p. 3. 


16 In Ceylon while other beneficiaries are restricted 
to exemption of income up to a 5 per cent return 
on investment no such limit is applied to enterprises 
which the government has helped to organize and to 
which it has contributed capital. Cf. Income Tax 
(amendment) Act no. 3 of 1956, Section 72, as pub- 
lished in Taxes in the Commonwealth, annual supple- 
ment 1956. 


17 This information was obtained from an unoffi- 
cial study carried out by the research department of 
the Sociedad Mexicana de Crédito Industrial, S.A., 
and supplied to the author by Mr. Emilio Sacristén 
of Harvard University. 


18 Between 1939 and 1950, a period of rapid eco- 
nomic growth, the Mexican government contributed 
40 per cent of total investment expenditures. Cf. 
Combined Mexican Working Party, The Economic 
Development of Mexico (Baltimore: The Johns Hop- 
kins Press, 1953), p. 110. 
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ports of foreign capital will be necessary 
to ensure rapid economic growth in most 
underdeveloped countries. Those nations 
possessing economic Plans explicitly rec- 
ognize the need for outside financing. 
Foreign grants and loans account for 51 
per cent of public sector finance in the 
Pakistan Plan,’® and 17 per cent in the 
Indian Second Plan.*® Foreign invest- 
ment in the private sector however is 
not expected to be of such great magni- 
tude in either India or Pakistan. The 
latter’s Plan projects a foreign compo- 
nent of only 11 per cent of planned pri- 
vate investment, while the former’s Plan 
does not anticipate that the foreign 
component will rise beyond 2-4 per cent 
of projected private investment. 

The question of interest is whether 
there is evidence suggesting that tax ex- 
emption laws represent a special effort 
to attract foreign private capital. Pro- 
visions of some of the laws are revealing 
in this connection. In Guatemala ex- 
emptions for existing manufacturing in- 
dustries are restricted to firms having 
local capital participation. Salvador re- 
quires that 50 per cent of the capital 
of exempt companies come from local 
sources, while Iraq demands 55 per cent 
local capital. The original version of the 
Philippines tax-exemption law, which 
was not enacted, limited the privilege to 
entities at least 61 per cent of whose 
capital was owned by citizens. Such 
provisions indicate a definite reticence 
on the part of the governments con- 
cerned in encouraging the foreign in- 
vestor. Desire to encourage the local 
rather than the foreign capitalist is also 
evidenced by provisions restricting the 

19 Government of Pakistan, National Planning 


Board, The First Five Year Plan 1955-60 (Karachi: 
Manager of Publications, 1958), p. 136. 


20 Indian Plan, p. 78. 
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role of foreign personnel. The Leba- 
nese exemption law demands that a 
minimum percentage be paid to local 
employees in salaries and wages, while 
Iraq law provides that no more than 10 
per cent of workers be foreign. 

From these provisions it should not be 
concluded that all underdeveloped coun- 
tries are hostile to foreign private capi- 
tal. Some exemption statutes, in fact, 
are clearly designed to attract the for- 
eigner by discriminating in his favor. 
Colombia, for example, exempts from 
patrimony tax only new foreign invest- 
ment of certain types, while Paraguay 
singles out foreign capital for income 
tax benefits which are not available to 
local firms. 

What might be said in fairness is that 
most underdeveloped countries are am- 
bivalent with respect to the role that 
should be played by private foreign 
capital in their development strategy. 
Benefits in the form of new capital, 
technology, and managerial talent are 
desired, but there is an old fear of for- 
eign domination which leads to hesita- 
tion when laws are passed or particular 
cases are considered. 

The case of Pakistan reveals the na- 
ture of the ambivalence towards private 
foreign investment. Although the tax 
law provides incentives to foreigners 
and this is coupled with an investment 
guarantee agreement with the United 
States, an official U. S. publication notes 
that: 


negotiations to obtain Government ap- 
proval to invest in Pakistan have usually 
been long extended and costly. There is 
strong sentiment for Pakistani participa- 
tion in new enterprises—in certain cases 
shares must be offered to Pakistanis—but 
few private investors exist. It is neces- 
sary to employ a large percentage of Paki- 
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stanis in any business involving trade, a 
requirement that could be applied to in- 
dustrial management.”! 


Sectoral Emphasis in Development 
Strategy: Although it is possible to at- 
tain a high level of income by concen- 
tration upon the development of efficient 
agriculture, as is evident from the ex- 
perience of New Zealand and Denmark, 
there is little question that most under- 
developed countries are especially inter- 
ested in promoting the manufacturing 
sector above all others. In countries 
with Plans a sort of balance is struck, 
but there is a tendency to concentrate 
resources in manufacturing, as witness 
the Second Indian Plan. 

Where no Plan exists and the use of 
tax exemption is emphasized, the desire 
for manufacturing may be even keener. 
Income tax exemption, of course, has 
little meaning for agriculture in the 
underdeveloped country since quite gen- 
erally income taxation has little impact 
upon that sector. Land taxes, the main- 
stay of agricultural taxation, have also 
become much less important in many 
countries because of rising price levels.” 
It may therefore be difficult to use in- 
centive taxation in the agricultural sec- 
tor without significant over-all reform. 
That incentive taxation is not directed 
at agriculture is clear in any case from 
the titles of the exemption acts, “‘ Indus- 
trial Incentive Act,” “‘ Law for the Pro- 
motion of New or Essential Industries.” 

“Industry ” is a term with wide cov- 
erage, but there is little doubt that 
manufacturing industry is the kind gen- 


21 United States Department of Commerce, Invest- 
ment in Pakistan (Washington: U.S.G.P.O., 1954), 
pp. 1-2. 

22 Cf. Haskell P. Wald, Taxation of Agricultural 
Lands in Underdeveloped Economies (Cambridge, 
Mass.: Harvard Law School International Program in 
Taxation, Harvard University Press, 1959), Ch. III. 
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erally desired. Where specific lists of 
essential or necessary industries are 
found as in Mexico, Puerto Rico and 
Jordan, these consist almost entirely of 
operations requiring plant and machin- 
ery used to transform significantly raw 
materials and other inputs. While some 
operations such as the hand weaving of 
rugs, slaughtering and hydroponics op- 
erations in Puerto Rico, the perform- 
ance of repair services on ships, loco- 
motives or railroad cars or aircraft in 
Mexico, and hotel keeping in a number 
of West Indian jurisdictions, are in- 
cluded among exemptible industries, 
these constitute relatively minor excep- 
tions to the rule. 

Balanced Growth and the Balance of 
Payments: The stress on manufacturing 
might seem to be in conflict with state- 
ments of a desire for “‘ balanced growth,” 
such as are found for example in the 
Philippines incentive law, which re- 
quires that the exempt necessary indus- 
try should “contribute to the attain- 
ment of a stable and balanced national 
economy.” ** It might be thought that 
a stable and balanced economy would 
require at least as much stress on service 
and agriculture as on manufacturing. 
It is hypothesized, however, that “ bal- 
anced growth” has a very special signifi- 
cance in the context of tax exemption 
laws. It does not refer to sectoral bal- 
ance or even to the notion that indus- 
tries must be commenced en masse to 
ensure a market, but rather reflects a 
development strategy which places par- 
ticular emphasis on the problem of bal- 
ance of payments deficits. It may be 
possible to go further and suggest that 
it reflects an autarkical preference. 

A variety of policy measures are 
available to a country suffering balance 


23 Republic Act 901, 1(2). 
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of payments deficits which will tend to 
correct the situation. The result in all 
cases, however, must be an increase in 
exports, reduction in imports or a larger 
inflow of capital. But the strategy of 
growth reflected in tax exemption laws 
is not neutral with respect to these al- 
ternatives. Although Panama grants 
income tax exemption to export indus- 
tries only, and Israel, in its statement 
defining qualifying industries, mentions 
improving the balance of payments by 
increasing exports as well as reducing 
imports, and while Puerto Rico presents 
a special case of an area using tax ex- 
emption almost exclusively to increase 
capital imports which are used to estab- 
lish export industries, most countries are 
interested chiefly in industries which 
will replace imports. 

The policy of import replacement is 
in fact a corollary of the desire for 
new manufacturing, for it would seem 
highly unlikely that such enterprises 
would be able to compete in the export 
sector in the near future.** There are 
other features in the laws however which 
reinforce the import replacement orien- 
tation. Mexican regulations specify, for 
example, that firms must meet a certain 
proportion of the deficit in domestic 
production to qualify for exemption.” 
Another common provision which oper- 
ates partially as a stimulus for import 
substitution is the requirement that no 


24 For most underdeveloped countries, competing 
in international trade in manufactures would be diffi- 
cult not only because of low efficiency but also be- 
cause of the tariff barriers of potential trading 
partners. In the case of Puerto Rico, of course, the 
latter problem does not exist. 


25 Cf. Regulations Under the Law for the Devel- 
opment of New and Necessary Industries, Art. 9, 
printed in English as Appendix 11 of Ross and Chris- 
tensen, op. cit. This regulation is not used in prac- 
tice according to the authors (cf. ibid., p. 73), but 
the intention is clear. 
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more than a certain percentage of costs 
may be imported. In Mexico no more 
than 40 per cent of direct costs of pro- 
duction may be imported, while the 
Philippine figure is 60 per cent of manu- 
facturing plus reasonable selling and 
administrative cost.2* In Guatemala the 
degree of exemption itself varies directly 
with the percentage of domestic raw 
materials used.” 

External Economies: Rules demand- 
ing the use of local materials reflect a 
desire for less external dependence, but 
they also reflect the reasonable aim of 
establishing industries which will stimu- 
late the development of other local 
suppliers. Both classical and modern 
theory would support the idea of estab- 
lishing industries which use local mate- 
rials, the former on grounds of com- 
parative advantage, the latter in the 
hope of creating external economies.”® 
In the typical case, however, the exempt 
manufacturing industries operate behind 
a wall of tariff and quota protection and 
show no signs of being able to compete 
in international markets, which indi- 
cates that the goal of external economy 
creation predominates. This is implicit 
in the conclusion of Ross and Christen- 
sen concerning the role of the 40 per 
cent import limitation. 


It is probable that this requirement has 
furthered Mexico’s industrial development 
to a greater extent than has any other ele- 


26Cf. Law for the Development of New and 
Necessary Industries, Art. 6, Il, reprinted in Ross and 
Christensen, op. cit., App. 10, and Republic Act 901, 
1(2) of the Philippines. In the Philippines the re- 
quirement may be waived under specified conditions. 


27 Cf. Industrial Development Law, Decree 459 of 
11 December 1947, as amended by Decree 885 of 25 
April 1952. 


28 That is external economies arising because an 
increase in A’s output makes B’s production more 
profitable, and vice versa. 
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ment in the tax exemption program. It 
creates in the exempt firm a domestic 
market for other firms in Mexico which 
can supply the exempt firm. Thus, one 
exempt firm of substantial size may cause 
the establishment of five others to supply 
it, and each of these firms may in turn 
cause the establishment of more, so that 
the process of industrialization becomes 
self-generating.”® 


Not all types of external economies, 
however, are fostered by the strategy 
implicit in incentive laws. Those which 
derive from the existence of a number 
of final assembly operations and lead to 
backward integration via the establish- 
ment of industries which stand between 
the final product and the basic raw ma- 
terial stage are often ruled out by the 
provision which requires a minimum 
value added. In Mexico, for example, 
costs of fuel, electric power and wages 
of workers participating directly in pro- 
duction must constitute at least 10 per 
cent of total costs of production.*® In 
Puerto Rico the value added require- 
ment has been interpreted by insisting 
that the wage bill represent 25 per cent 
of total costs.** Although some capital 
intensive chemical operations in Mexico 
have had difficulty in meeting the value 
added requirement,** most manufactur- 
ing operations probably would not. The 
basic intention, however, is clearly to 


29 Ross and Christensen, op. cif., p. 71. Unfortu- 
nately the authors supply no evidence that this has 
actually occurred as a result of the operation of the 
exemption law, although there is no doubt that 
Mexico has entered a period of sustained economic 
advance. 

30 Tbid., p. 70. 

81 Taylor, op. cit., p. 54. The author points out 
that a NICB study showed that the wage bill in a 
cross section of U. S. manufacturing industry during 


1950 ranged from 15 per cent to 60 per cent of total 
fabricating cost. Cf. ibid., Ch. 6, n. 15. 


32 Ross and Christensen, loc. cit. 
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exclude assembly operations without any 
analysis of the. value of this form of 
enterprise as a first step in a process of 
backward integration. 

Economies of Scale: Another feature 
of many exemption laws is the use of 
provisions designed to promote enter- 
prise which will be large in terms of the 
particular economies concerned. This is 
evident from requirements calling for a 
minimum capital investment (Lebanon, 
Iraq) or a minimum number of em- 
ployees (India, Ceylon). In Mexico 
early legislation contained the opposite 
limitation, i.e., granted relief to indus- 
tries only if they did not exceed a maxi- 
mum capitalization, but this policy was 
later reversed.** The Puerto Rican pro- 
visions that a substantial increase in out- 
put be forthcoming might also be inter- 
preted as calling for larger than average 
concerns. It seems a fair generalization 
to say that countries employing the tax 
exemption desire to promote large scale 
firms, and this may be interpreted as a 
desire for the immediate attainment of 
economies of scale. This does not mean, 
of course, that the diseconomies of scale 
will not predominate in practice, nor 
does it mean that such rational economic 
considerations are the only ones which 
influence the strategy in the direction of 
bigness. 


D. Conclusions 


Part I has explored the role of income 
tax exemption in the strategy of eco- 
nomic development. It may be con- 
cluded that in countries possessing for- 
mal economic plans tax exemption will 
have a rather specific and limited place, 

33 Cf. Sanford Mosk, Industrial Revolution in 
Mexico (Berkeley: University of California Press, 
1950), pp. 63, 193. Mosk shows that exemptions in 


the 1940-46 period went to larger than average size 
firms. 
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since it constitutes one of many meas- 
ures designed to allocate resources be- 
tween the public and private sectors and 
within the private sector according to 
the Plan outline. The chief problem 
with the use of exemptions in the case 
of the planned economy is that they 
may not be sufficiently controllable and 
consequently contribute to failure of 
the public sector to achieve its specified 
commitments. Since the Plan represents 
the kind of economy desired, measures 
which interfere with the creation of the 
desired pattern will be used with great 
discretion. 

In countries without integrated Plans 
exemption may be considered by some 
policy makers to be a panacea which 
will provide the essential stimulus for 
industrialization via private capital for- 
mation. In most cases, of course, the 
exemption program will be coupled with 
other measures. Since exemption is not 
appropriate for agriculture under pres- 
ent conditions in most countries, other 
instruments must be employed in that 
sector. Moreover exemptions will never 
be asked to work in isolation in the 
manufacturing sector. Inevitably there 
will be high tariffs and other restrictions 
on imports which will provide shelter 
for any nascent manufacturing enter- 
prise, and often special credit facilities 
and other benefits will be available to 
these concerns. Nevertheless it would 
appear that many underdeveloped coun- 
tries without formal Plans wish to use 
tax exemption as an important element 
in the implementation of their develop- 
ment strategy. Their hope is that it will 
foster a substantial amount of invest- 
ment in manufacturing which will 
transform the economy in a particular 
way by making it more self-sufficient 
and less subject to balance of payments 


TT 
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pressures. Ideally, policy makers ap- 
parently wish investments to be owned 
and operated by nationals who will pro- 
duce import substitutes on a large scale 
and create a local market for raw mate- 
rials and various intermediate products. 


PART II: EXEMPTION AS INCENTIVE 


Whether income tax exemption can 
work significantly in the direction of 
promoting the amounts and kinds of in- 
vestment desired depends essentially on. 
the response of the prospective investors. 
The next step in analysis, therefore, is to 
examine the value of exemption from 
the point of view of the grantee. In the 
first section of this part an attempt to 
measure the value of income tax exemp- 
tion by means of a formula will be 
made. Various factors which alter the 
results of the formula calculations will 
be discussed in the second and third sec- 
tions, and further qualifications and 
conclusions will be presented in the final 
section. 


A. The Formula Approach 


When income tax exemption is di- 
rected at homo economicus, the stimulus 
takes the form of an increase in the 
prospective rate of return that he may 
realize from a potential opportunity.** 
Suppose an investor finds the internal 
rate of return from a possible business 
venture to be 5 per cent under a 50 per 
cent income tax. This rate may not be 
sufficient to induce him to invest, but a 
return of 6.5 per cent, let it be assumed, 


84 Where exemptions are offered to existing firms 
which have not expanded investment the stimulus 
takes the form of increased profits which enhance the 
ability of the firm to undertake future expansion or 
to maintain otherwise unprofitable operations. Ex- 
emption for existing firms may also be justified on 
grounds of maintaining “ fair competition” in an 
industry containing exempt new firms. 





No. 2] 


would bring a positive decision. In this 
case five year exemption from the in- 
come tax on a perpetual annual return 
of $1,000 deriving from an initial in- 
vestment of $10,000 would be sufficient 
to raise the internal rate of return to the 
critical 6.5 per cent level. The five year 
exemption, in other words, is sufficient 
to increase the internal rate of return by 
30 per cent. 

Another way to look at the situation 
is to ask how much, assuming a market 
rate of interest of 5 per cent, the pres- 
ent value of a perpetual income stream 
of $1,000 per year will be increased by 
five year exemption from a 50 per cent 
income tax. The present value of such 
a stream with the tax is $10,000, but 
five year exemption increases this to 
$12,164, ie., 21.6 per cent. 

These examples give some suggestion 
of the effects of exemption, but a more 
systematic investigation will indicate the 
relative importance of a number of fac- 
tors. For this analysis a measuring de- 
vice showing the percentage increase in 
the present value (V) of an income 
stream will be employed. The use of a 
percentage makes the effects on present 
values of streams of varying absolute 
size comparable, but it should be real- 
ized that even a large percentage in- 
crease may not make an investment 
worthwhile if the cost is high relative to 
the return in the first place, or if the 
return, while satisfactory in percentage 
terms is too small in absolute magnitude 
to warrant the effort involved in obtain- 
ing it. 

Even the simple measurement of the 
percentage increase in present value re- 
quires explicit statement of a number of 
parameters. These include: 1. the tax 
rate in the absence of exemption (w); 
2. the rate at which future income is 


INCOME TAX EXEMPTION AND ECONOMIC DEVELOPMENT 


151 


discounted (r); 3. the length of the ex- 
emption period (a); 4. the investment 
horizon or period over which antici- 
pated returns are taken into considera- 
tion in estimating the present value of 
the future income stream (b); 5. the 
tax rate during the exemption period 
(z). In constructing the formula it is 
assumed that a constant annual return 
(A) is anticipated, and it will be as- 
sumed throughout that exemption per 
se does not alter the rate of discount.*® 
In the following paragraphs of this sec- 
tion the value of income tax exemptions 
will be examined by applying the for- 
mula to a variety of situations. 

First, in order to highlight the signifi- 
cance of the initial tax rate (w), a spe- 
cial case will be considered. Suppose 
that a full exemption from income tax 
is granted for a period equal to the in- 
vestment horizon (b). Then the per- 
centage increase in the present value (V) 
of the future income stream depends en- 
tirely on the tax rate (w), and may be 


85 The formula is derived as follows: 
c Vi-Vo 
wes, Gh, 
where V; is the present value of the stream with ex- 
emption and Vo the present value without exemption. 
Thus, 

Vo=A(1-w) °F, e** de, 

Vi=A(1—z) *f, ett de+A(1—w) fe de, 


and 


¥ 


w-z (1-e"*) - 
l-w (1-e7") 

In the computations which follow values are derived 

on the basis of this continuous discounting formula. 
Figures showing results when annual compound dis- 
counting is used may be derived from the formula 
1-(1+r)* 
1-(1+r)” 
As (r) approaches zero the values derived from this 
formula approach those obtained from the continu- 
ous formula. In practice the discrepancies are quite 
small over the range of discount rates actually em- 
ployed. 


Ve= 


w-z 


Vv 





— 
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measured by inserting appropriate rates 


~~ Table I 
-Ww 


illustrates some values of (V) given 
various initial tax rates (w). 





into the formula V = 
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While a country with high profits taxes 
may be inhibiting investment as com- 
pared to a country with lower ones, in 
the context of income tax exemption 
schemes, since it allows a significant 


TABLE I 
Percentace INcREASE IN Present VALUE (V) oF AN INcoME StTREAM oF CoNSTANT SIZE 
Wuen Exemption rroM Taxes or Various Rates (w) Is GraNnTED 
FOR THE Entire DuraTION OF THE FLOow 





w 10 20 30 40 


50 60 70 80 90 





11.1 25 42.9 66.7 


100 150 233 400 900 





It is clear that the value of (V) rises 
more rapidly than the value of the ini- 
tial tax rate; e.g., relief from a 30 per 
cent tax increases present value by 43 
per cent, while relief from a 60 per cent 
tax increases present value by 150 per 
cent. Under the conditions assumed 
the only matter of importance is the 
level of the tax without exemption, and 
as might be expected the higher that tax 
the greater the benefits. What might 
not be intuitively obvious is the fact 
that exemption from a high tax is worth 
so much more than exemption from a 
lower one. This result, of course, is in- 
evitable when percentages are employed. 

‘Considering the importance of the 
tax rate it might well be asked what are 
typical levels in underdeveloped coun- 
tries. On the whole the standard rates 
of income taxation are lower than in the 
United States or United Kingdom, but 
they are far from negligible. Moreover, 
in some countries, especially in South 
East Asia, corporate tax rates may ap- 
proach 60 per cent. Many countries 
have rates around 40 per cent, while 
only a few cases fall below 20 per cent. 


86 This is easily seen from examination of the gen- 
eral formula in the preceding note. It is assumed 
that (z) equals zero and (a) equals (b). 





amount of discrimination in favor of 
the exempt sector, a higher tax has an 
advantage. Thus Burma with corporate 
tax rates between 50 per cent and 5814 
per cent can offer something substantial 
to exemptees, while Ghana with a 40 per 
cent rate has slightly less, and the Philip- 
pines with rates between 20 per cent and 
28 per cent has much less room for dis- 
crimination.**” On the other hand, 
where investors have the option of in- 
vesting in other countries or other ac- 
tivities where a generally lower tax rate 
prevails, the effectiveness of such dis- 
crimination will be diminished. Tax 
exemption in this context may be con- 
ceived of as a passive equalizing measure 
since the choice from the point of view 
of the investor will then be between an 
opportunity, the return from which will 
be taxed at perhaps 25 per cent through- 
out, and one that will be exempt from 
tax for a certain number of years and 
then taxed at, say, 50 per cent. Under 
these circumstances the values in Table 
I, since they reflect the gains from full 
relief from tax, overestimate the bene- 
fits to the investor. 


87 Tax rates are taken from International Chamber 
of Commerce (ICC), op. cit. The countries men- 
tioned have tax exemption programs. 
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Even within the limited framework 
of an investor considering the return 
from an opportunity with and without 
exemption, the values in Table I may 
not be appropriate, since several assump- 
tions underlying the calculations do not 
possess general validity. The first step 
towards more realistic values requires 
specification of the cases where the 
periods of exemption do and do not 
equal the investment horizon. The re- 
sults of Table I require that these two 
periods be of equal duration, so that 
when the return is expected to flow over 
an indefinite time span the exemption 
must also be indefinite. Of course, if 
the stream is expected for only ten 
years, then the results apply for exemp- 
tion lasting ten years, but there is no 
reason to assume that equality between 
investment horizon and exemption 
period will always hold. To gain per- 
spective the nature of the exemption 
period and the horizon will be examined 
in more detail. 

In practice income tax exemption 
laws provide relief for varying numbers 
of years, but the most common period is 
five years (Dominica, Antigua, British 
Guiana, Burma, India), or up to five 
years (Gambia, Ghana). The time span 
may vary according to type of industry 
(Mexico) or amount of investment 
(Nigeria), and may be as long as fifteen 
years (Mexico) or as short as two years 
(Haiti) .* 

Investment horizons, the periods 
which are considered relevant for dis- 
counting future income, cannot be ascer- 
tained so readily. In general it might 
be assumed that a business corporation 
will have an indefinite life, but there are 
undoubtedly investment opportunities 
with limited futures. One case in point 


38 Tid. 
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is the firm which is organized merely to 
gain advantages of exemption and ex- 
pects to liquidate upon expiration of the 
exemption. This is the “ hobo ” enter- 
prise feared by exemption authorities, 
and it provides an example of a case 
where the investment horizon is equal to 
the period of exemption. In other cases, 
even though the investment horizon is 
in fact indefinite, the uncertainty of 
distant returns might be allowed for by 
choosing a relatively short cut-off date 
for calculation of present values.*® If a 
five year horizon is employed to allow for 
uncertainty, a five year exemption will 
have the same value as an indefinite ex- 
emption, since all returns beyond the 
cut-off date are valued at zero. 

In many instances it may be assumed 
that the investment horizon is infinite. 
In this case, since a slight modifica- 
tion of the formula is required, the 
value of exemptions will differ from the 
results in Table I.4° Table II indicates 
the pattern of values of (V), the per- 
centage increase in present value with 
exemption, given an infinite horizon and 
various exemption periods and discount 
rates. It is assumed that exemption is 


39 It is common practice in making investment de- 
cisions to demand that the investment pay for itself 
in a few years. Only investments which pay off in 
five years, for example, may be considered worthwhile 
risks. In this case the annual return without dis- 
counting must equal 20 per cent. While the formula 
employed in this paper does not indicate the results 
of this type of rule directly, it may be used to obtain 
similar results by shortening the horizon (b), which 
will progressively lower the calculated present value. 
As an alternative the horizon may be considered infi- 
nite, but a high rate of discount may be used. This 
has the effect of progressively lowering the present 
value as the rate is increased. The effects of these 
rules on the value of exemptions will be discussed 
below. 


40 With an infinite horizon, assuming z= 0, the re- 
quired formula is 


V=—— (1-e**). 
l-w 
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complete and that the tax rate in the 
absence of exemption is 50 per cent in 
Table Ila and 25 per cent in Table IIb.** 
From Table Ila it is seen, e.g., that a 
seven year exemption from a 50 per 
cent tax raises (V) by 50 per cent when 
future income is discounted at 10 per 
cent. An indefinite exemption in this 
case would raise (V) by 100 per cent, 
so that the seven year restriction cuts 
the stimulus in half. With a fifteen 
year exemption and a 25 per cent dis- 
count rate, (V) reaches a value of 98 
per cent, virtually equal to that under 
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The central fact revealed in Table II is 
that combinations of high discount rates 
and relatively long exemption periods 
yield results under the assumption of 
an infinite investment horizon which 
closely approach those under the as- 
sumption of horizon equal to exemption 
period, while combinations of short ex- 
emption periods and low discount rates 
yield values of (V) far below these. 

In practice the actual length of the 
exemption period is known, but the ap- 
propriate discount rate is less certain. 
The formula assumes that some market 


TABLE II 
PerceNTAGE INCREASE IN THE PRESENT VALUE OF AN INCOME STREAM OF CoNSTANT SIZE AND 
INFINITE Duration Discountep at (r) Per Cent WHEN EXEMPTION FROM A 
50 Per Cent or A 25 Per Cent INcome Tax Is Granrep 
FoR THE First (a) YEARS OF THE FLow 
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50 per cent tax rate. 


exemption for an infinite period. This 
follows from the fact that at such a 
high rate of discount the present value 
of income received after a fifteen year 
period is reduced to negligible amounts. ** 


41 For values of (V) with other tax rates (w), the 
numbers in Table II must be multiplied by w/1- w, 
ie, the (V) values of Table I. 


42 Any combination of discount rate and exemp- 
tion period which yields when multiplied a value 
greater than 3.75 will lead to this result. Thus with 
a discount rate of 10 per cent the exemption period 
would have to be about thirty-eight years for the 
increase in (V) to approach the value of the increase 
attained when the horizon and exemption period are 
equal. For (V) to reach the 50 per cent level the 


25 per cent tax rate. 


rate of interest is used, and this might 
suggest, e.g., the loan rate of the Inter- 
national Bank. On the other hand it is 
possible for individual investors to use a 
much higher rate as a method of allow- 
ing for uncertainty. In this case the 
formula is converted to a device similar 
to the short pay-off period approach for 
estimating the advisability of undertak- 
ing a particular investment. It is clear 
that the use of a high discount rate for 
this purpose significantly increases the 
value of exemption as an investment 





multiplied value of the discount rate and exemption 
period must exceed 0.70. 





No. 2] 


stimulus. This is so because the high 
discount rate places a relatively high 
value on the near returns of the exempt 
period while it reduces to negligible 
amounts the returns in the later taxable 
years. Of course a high discount rate 
will make many more investments ap- 
pear unprofitable than a low one, but 
the stimulating effect of tax exemption 
itself is more pronounced with high 
rates. 

In cases where the horizon is not infi- 
nite and yet does not equal the exemp- 
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the value of the exemption decreases as 
the horizon lengthens. It is also appar- 
ent that the values in Table IIa are uni- 
formly lower than the corresponding 
values in Table IIIb, ie., the value of 
exemption per se increases as the dis- 
count rate rises. The discrepancies are 
not too large when comparing a 5 per 
cent with a 10 per cent rate, but they 
would increase rapidly if the discount 
rate were raised substantially. The 
Tables show in general that high dis- 


count rates coupled with long exemp- 


TABLE III 
PERCENTAGE INCREASE IN THE PRESENT VALUE OF AN INCOME StREAM OF CONSTANT SIZE 
Frow1ne ror (b) Years AND Discountep at Rates or 5 Per CeNT AND 
10 Per Cent WHEN EXEMPTION FROM A 50 Per Cent Tax 
Is GRANTED FOR THE First (a) Years 


TABLE IIIa 


Table IIIb 














a 








3 
5 
10 
20 
25 
50 





tion period the general formula must be 
applied. Tables IIIa and IIIb give the 
results for selected combinations of ex- 
emption period and investment horizon, 
assuming respective discount rates of § 
per cent and 10 per cent.** Examina- 
tion of Table III indicates that for a 
given investment horizon (b) the value 
of the exemption increases as the period 
of exemption (a) lengthens. Con- 
versely, with a given exemption period, 


43 The values in Table III assume relief from 2 50 
per cent tax, but these values may be converted to 
those corresponding to other tax rates (w) by multi- 
plying the results by w/1-w. 


r=.10 


tion periods and horizons yield substan- 
tially greater values of (V) than long 
exemptions with lower rates of discount, 
while differences in the rate of discount 
play a lesser role with shorter exemp- 
tions and horizons. 

An important point revealed in Table 
III is that when the investment horizon 
is artificially shortened in order to allow 
for the risk attached to distant returns, 
the value of exemption itself is in- 
creased. Although the device will result 
in the rejection of many opportunities 
which might appear profitable given a 
longer horizon, the effect is to increase 
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the particular influence of tax exemp- 
tion as a stimulus.** 

To this point it has been assumed that 
total exemption will be allowed during 
the period (a), but in actuality some 
countries offer only partial relief. Mex- 
ico, for example, allows a maximum re- 
duction of 40 per cent in the income 
tax for the whole period, while French 
Equatorial Africa allows two to three 
years of full exemption and 50 per cent 
exemption during the following two 
years. Another variation is the Philip- 
pines’ system which plans to taper off in 
steps the degree of exemption for all re- 
maining beneficiaries from 100 per cent 
to 10 per cent between 1959 and 1962. 
These restrictions naturally diminish the 
value of the relief, and the same may be 
said of the Indian type of exemption 
which limits tax free income to a certain 
percentage return on investment.*® 

The formula analysis presented, al- 
though useful in determining relative 
magnitudes under various hypotheses 
concerning exemption period, invest- 
ment horizon, and discount rate, is sub- 
ject to severe limitations. While it 
would be quite satisfactory in the case 
of incentives for purchasing annuities 
or fixed income securities, the variability 
and uncertainty connected with profits 
in the real world circumscribe its use- 
fulness in dealing with incentives for 
establishing manufacturing enterprises. 
The formula, as was demonstrated, may 
be used to allow for uncertainty by se- 
lecting arbitrary horizons or discount 


441f uncertainty is allowed for simply by project- 
ing a low annual return (A), there will be no special 
influence from tax exemption. The special effects 
occur only when the horizon is artificially shortened 
or an artificially high discount rate is used. 


45 The value of exemption in terms of the formula 
can be calculated in most of these cases by using an 
appropriate value of (z). 
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rates, but there is no special reason to 
think that investors will choose to em- 
ploy these particular devices. Alterna- 
tively, it would be possible to choose an 
income stream which supposedly corre- 
sponds to the representative path of 
profits growth in a new firm and use this 
in evaluating the stimulus, but the actual 
diversity of histories of exempt firms 
would make the results obtained only a 
little more realistic, while the problems 
of computation would multiply. 
Another problem in evaluation of the 
results of the formula computation lies 
in the fact that the various parameters 
may fluctuate. In the calculations, it 
was assumed that the future tax rate 
would equal the initial tax rate (w). In 
practice this may not be the case, but 
some governments, apparently consider- 
ing the future tax rate an important 
matter for the firm, offer as a concession 
long term commitments with respect to 
tax status. French West Africa, for ex- 
ample, protects the new enterprise from 
changes in tax laws for up to twenty- 
five years, while Greece may give this 
concession for up to ten years.*® Usually 
uncertainty with regard to future tax 
status will prevail, however, and where 
the probability of tax reform is great, 
this will influence the evaluation of the 
exemption. In his study of Puerto 
Rican taxation, for example, C. F. Phil- 
lips suggests that until firms see the 
shape of a more permanent tax struc- 
ture, they will wonder how long they are 
to remain.*” Clearly the same thought 
would occur to a rational investor con- 


46 French West African incentives, however, take 
the form of investment allowances and rapid depreci- 
ation. Cf. ICC, op. cit., p. 16. Nor does Greece 
give income tax exemption as such. 


47 Charles F. Phillips, A Tax Program to Encour- 
age Puerto Rico’s Economic Growth (Washington: 
National Planning Association, 1958), p. 23. 
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sidering the value of a prospective Puerto 
Rican exemption. 

Uncertainty, of course, has a much 
wider sweep than can be directly en- 
compassed by the parameters of ‘a sim- 
ple formula. Any of a whole range of 
government policy changes can affect 
the position of the firm, and its willing- 
ness to invest might well be modified if 
it had foreknowledge of these events. 
If known, however, the results of some 
of these changes could be incorporated 
in the formula. 


B. Non-Formula Considerations 


Although it is possible to adjust the 
formula for factors outside its immedi- 
ate compass, it will be simpler to ex- 
amine these in a less rigorous setting.*® 
First some factors which generally de- 
crease the value of exemptions will be 
examined, then others which enhance it 
and thus tend to offset the first group 
will be discussed, and finally the less cer- 
tain role of tax shifting will be men- 
tioned. 

In the formula approach it is implicit 
that exemptions are certain and costless. 
Although under the old legislation of 
Pakistan and currently in India exemp- 
tion is automatic,*® in most cases obtain- 
ing relief requires a complex application 
and approval procedure involving con- 


48 Most of the factors to be discussed in the rest 
of this section as well as the problem of depreciation, 
which will be mentioned in section D below, could 
be handled in terms of the formula if the implicit 
assumption that income (A) is the same with and 
without exemption is removed. In that case, how- 
ever, the required formula becomes more complex, 
since the (A) terms will not cancel out. 


49In India the government may, by notification, 
direct that the exemption shall not apply to a par- 
ticular undertaking, but it apparently has never done 
so. Cf. National Council of Applied Economic Re- 
search, Taxation and Foreign Investment (2d ed. 
rev.; Bombay: Asia Publishing House, 1958), p. 42. 
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siderable time, effort, and expense. 
Puerto Rico, for example, has a stated 
policy of rapid processing of applica- 
tions, but the actual time has averaged 
four to seven months. In Mexico law 
requires that applications be acted upon 
within 90 working days from the date 
all documents, statements, and data are 
submitted, but administrative practice 
often involves additional requests for 
information which serve as an excuse 
for delaying final action." The entire 
procedure requires 12 to 18 months on 
the average and may run to over two 
years.” In his study of Ghana, Perry 
found the applications which he was 
able to check averaged nine to twelve 
months for complete disposal, and he 
was most concerned because in one case 
the applicant waited seven months to 
receive a rejection.’ Undoubtedly long 
periods of delay coupled with the possi- 
bility of eventual rejection substantially 
reduce the value of exemption for many 
investors. The cost of hiring legal coun- 
sel, making up complex documents con- 
cerning the prospective operations, and 
appearing before various committees or 
at public hearings also operate in this 
direction. 

Even when a grant is approved, in 
evaluating its worth the beneficiary must 
consider the possibility of burdensome 
interference in the operation of his busi- 
ness. In Mexico, for example, Ross and 
Christensen indicate that the exempt 
firm will be subject to special scrutiny 
andcontrol. “‘ Tax exemption,” they say, 
“* merely provides the vehicle for getting 


50 Taylor, op. cit., p. 37. 

51 Ross and Christensen, op. cit., p. 86. 
52 [bid., p. 89. 

53 Perry, op. cit., p. 44. 
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some of the new ventures to submit 
voluntarily to government direction.” ™ 
In general, tax exemption may lead to a 
loss of anonymity which may have un- 
desirable consequences from the point of 
view of the firm.” 

The various special restrictions in the 
exemption laws discussed in Part I can 
also diminish the value of the stimulus. 
Here there may be a conflict between 
the goals of national development policy 
and the interests of individual business- 
men. Requirements that exempted com- 
panies use a certain percentage of raw 
material of local origin, employ local 
personnel, and so forth, circumscribe 
the range of production possibilities. In 
many instances the firms would un- 
doubtedly choose to operate within the 
permissible range, but where a restric- 
tion requires movement from the point 
which would otherwise be considered 
optimal, the loss from such movement 
must be taken into account in evaluat- 
ing the benefits of exemption. One 
Mexican television manufacturer, for 
example, found that compliance with 
the 60 per cent domestic cost rule meant 
switching from low priced foreign ma- 
terials to higher priced Mexican supplies. 
Because he anticipated tariff increases 
which would reverse the situation, he 
made the change. Nonetheless the value 
of exemption was reduced during the 
period when foreign supplies cost less.°° 

To this point factors which generally 
diminish the value of exemption as given 


54 Ross and Christensen, op. cit., p. 91. 


55In Mexico, e.g., the presence of tax relief for 
some of a company’s products is thought by some in- 
vestors to create additional difficulties with the regular 
tax authorities who might scrutinize the accounts of 
the firm’s nonexempt items more carefully in order to 
make up the difference in revenue. Cf. ibid., p. 101. 


56 Ibid., p. 104. 
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by the formula have been considered. 
There are, however, some features which 
operate to increase this value. Income 
tax exemption, for example, is generally 
allied with exemption from a number 
of other levies. Most countries offering 
income tax exemption also relieve the 
firm from payment of import duties on 
materials and equipment. In Mexico 
exemption may cover stamp taxes, the 
Federal commercial receipts tax, and ex- 
port duties as well, while Puerto Rico 
provides relief from property taxes and 
municipal license levies. When these ex- 
emptions are added to the benefits of the 
income tax “holiday,” the total value 
of the package will generally be in- 
creased substantially.” 

A number of other special benefits 
which enhance the value of income tax 
exemption may be available to the firm. 
In the Philippines, for example, general 
government policies are likely to be most 
favorably interpreted in the case of the 
exempt enterprise. The concern may 
expect priority in the allocation of 
scarce foreign exchange, protection in 
the form of high tariffs, quotas, or com- 
plete banning of competing goods, and 
preferential credit extension from official 
financial institutions. In Puerto Rico, 
too, exempt firms are privileged firms. 
They may receive special aid in the form 
of help in securing good factory build- 
ings in proper locations on reasonable 
lease or sale terms, engineering advice, 
financial help, assistance in hiring and 
training supervisors and workers.”® 

Whether a corporation income tax is 
largely shifted is a complex question 


57 Some of these taxes would have been allowed as 
expense deductions so that the amount of exempted 
tax must not be confused with the value of the relief. 


58 Cf. William H. Stead, op. cit., p. 91. 
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which cannot be resolved here.™® Never- 
theless, it must be noted that shifting or 
nonshifting play a role in determining 
the value of exemptions. If the tax is 
not shifted it would seem most probable 
that the full benefits of exemption will 
accrue to the firm. Since nonshifting 
implies that the tax would not have 
affected prices, costs, or output, the 
gross profit position of the firm should 
remain the same with or without the 
tax. This, in fact, is the situation which 
is implicit in the formula calculations.” 
On the other hand, when the tax is 
shifted, alterations in prices, costs and 
output will change the gross profit posi- 
tion. For the entire benefit of exemp- 
tion to accrue to the firm the presence 
of income tax relief must not lower this 
gross profit position; but since shifting 
implies that the firm accounts for the 
tax in its price and cost policies, it would 
appear that some reversal of the shifting 
process might well result. Whether this 
will occur depends upon market struc- 
ture, demand conditions, and general 
business practice so that no easy conclu- 
sion can be drawn. Firms in the highly 
competitive radio-television industry in 
Mexico, however, do maintain that tax 
savings are largely passed on to the 
wholesaler or consumer through lower 
prices. It is even conceivable that in 
certain circumstances relief from income 
tax might touch off a price war which 
would wipe out all profits. Tax exemp- 
tion, therefore, because of the process of 
shifting may lead to changes in gross 


59 For a recent review of the literature cf. B. U. 
Ratchford and P. B. Han, “ The Burden of the Cor- 
porate Income Tax,” National Tax Journal, X (Dec., 
1957), pp. 310-324. 


60 The formula used in section A assumes the tax 
is capitalized. This means, in effect, that it is not 


shifted. 
61 Cf. Ross and Christensen, op. cit., p. 104. 
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profits which change the value of the 
exemption from that observed in the 
formula calculation in an important 
way. This change, however, need not 
be in the direction of lowering of bene- 
fits, for with an elastic demand the low- 
ering of prices will increase gross reve- 
nues and might lead to profits greater 
than those realized before. The effects 
of shifting are consequently not gener- 
ally determinable and must be investi- 
gated in each particular situation. 


C. Exemption as an Incentive 
Unrelated to Profitability 


It has been assumed to this point that 
exemptions will act as an investment 
stimulus by increasing prospective prof- 
itability. The formula computations 
indicate the magnitude of the increase, 
while the nonformula considerations, for 
the most part, merely modify this sim- 
ple result. Many investments, however, 
are made without direct reference to 
profit considerations. Where the invest- 
ment is undertaken to improve employee 
welfare, to gain prestige, or from fear of 
losing a market position this will often 
be the case. Since investment policies 
serve a number of different objectives, 
not simply profit increase alone, the de- 
gree of reduction in the volume of in- 
vestment attributable to tax disincen- 
tives is overstated when reference to 
profit decrease alone is made. Con- 
versely, the amount of investment that 
can be induced by offering tax conces- 
sions which increase profitability is over- 
stated. 

There is one important consideration, 
however, which operates in the direction 
of enhancing the value of the tax incen- 
tive beyond effects on profits. The 
promise of a “tax holiday” may en- 
gender a nonrational response from the 
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potential grantee because it serves as an 
advertising lure which stimulates inter- 
est in the potentialities of an area. A 
foreign investor, for example, may feel 
that taxes at home are particularly op- 
pressive and respond positively to any 
suggestion that he might be able to en- 
joy the advantages of a life free of such 
burdens. Taylor in his study of Puerto 
Rico places great emphasis on this aspect 
of the exemption law. Tax relief, he 
feels, acts as a “ psychological trigger- 
ing device” which draws capital and 
entrepreneurship from the mainland in 
a fashion having no direct relationship 
with the amount of subsidy involved.” 
When this phenomenon is considered it 
is not surprising that one expert, empha- 
sizing the aggressive advertising methods 
of Puerto Rico and Israel, stressed the 
need for better public relations in order 
to improve the operation of an existing 
statute in Ghana.™ 


D. Further Questions and Issues 


One special problem which has not 
been discussed is the relation of income 
tax exemption to incentives provided 
by special depreciation allowances. In 
Israel, Ghana, India, Jamaica, and a 
number of other countries and terri- 
tories rapid depreciation is coupled with 
income tax exemption.“* The method 
of depreciation, of course, is most im- 
portant in determining the amount of 
income for tax. purposes, and initial al- 
lowances or other devices for rapid 
write-off can significantly reduce the 
base. The investor, however, must not 
conclude without investigation that he 
will be able to obtain the combined 


62 Taylor, op. cit., pp. 143-44. 
63 Perry, op. cit., pp. 41, 47. 
64 ICC, op. cit. 


NATIONAL TAX JOURNAL 


[Vo.. XIII 


benefits of acceleration and exemption. 
It is clear that during the period of ex- 
emption the best results are obtained 
with the most decelerated depreciation 
technique. In this way allowances are 
delayed until after the expiration of the 
income tax relief. 

In practice the possibilities of com- 
bining depreciation and exemption vary. 
Ghana, for example, requires no depreci- 
ation during the “ holiday ” period, and, 
provided the assets are retained, allow- 
ances may be taken after the expiration 
of the exemption.” In Israel, on the 
other hand, the investor apparently 
must choose between depreciation bene- 
fits and exemption benefits since there is 
no provision for delay.® 

An interesting attempt to deal with 
the conflict between accelerated depreci- 
ation and exemption is found in the 
Jamaican Industrial Incentives Law of 
1956. In the simplest of two options 
the grantee is provided exemption from 
income tax for seven years from the 
date production begins. During this 
period notional depreciation allowances 
must be taken, and after the exemption 
expires depreciation is continued from 
the written down base. Under the 
second option the grantee may choose 
four consecutive years of full exemp- 
tion followed by two additional years 
with two-thirds and one-third relief. 
Prior to the commencement of the ex- 
emption period, which at the option of 
the grantee may fall at any time during 


65 Alan H. Smith, op. cit., p. 365. It is pointed 
out that this provision may lead to uneconomic re- 
tention of old capital equipment in order to gain tax 
advantage. 


66 Cf. Amotz Morag, “Income Tax Exemption 
and Accelerated Depreciation,” Public Finance, 11, 
1956(4). 


87 Industrial Incentives Law (1956), Sec. 11. 
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the first three years of operation, an- 
nual allowances for depreciation may be 
taken, but these must cease during the 
first four years of exemption. After 
that time allowances may be continued 
on the basis of values at the beginning 
of the four year period. Thus with 
the first option the grantee must choose 
between the benefits of rapid deprecia- 
tion and income tax exemption, while 
under the second he may to some extent 
obtain both. It would involve a nice 
calculation and considerable judgment 
to decide which alternative would be 
worth more. 

The discussion of exemption as an in- 
centive to this point has concerned itself 
entirely with the benefits granted di- 
rectly to a business enterprise. Many 
exemption statutes, however, extend 
benefits beyond the firm by allowing 
individuals and other outside equity 
holders to exclude dividends from tax 
exempt profits from their income tax 
base. This is true in Burma, Ceylon, 
India, Sudan, and many West Indian 
jurisdictions, for example. In some cases 
(Sudan) this rule applies only during 
the period of exemption, while in other 
instances it applies for a restricted period 
which reaches beyond the expiration of 
exemption (Grenada, two years). Some 
laws also allow recipients of rent (Puerto 
Rico) or interest (India) to exclude 
these payments from taxable income. 

Provisions of this sort extend the 
range of the incentive, and in some cases 
substantially increase the tax advantage 
deriving from investment in exempt ac- 
tivities. Moreover such features exert a 
dual force in the direction of less reli- 
ance upon internal financing, for they 
make investment by outsiders look more 
attractive and they tend to pressure the 


68 Ibid., Sec. 12. 
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firm’s directors to declare dividends. In 
this fashion they aid to some extent in 
the important process of creating a capi- 
tal market, the existence of which 
should lead to greater mobilization of 
savings and better allocation of invest- 
ment funds. 

In the discussion of the value of ex- 
emption as incentive another distinction 
that has been omitted is that between 
the foreign and domestic investor. In 
Part I it was noted that underdeveloped 
countries may not be so eager as is some- 
times supposed to attract private direct 
investment from abroad. Here it may 
be added that the tax law in the capital 
exporting country itself can infiuence 
the value of tax exemptions provided 
to the investor by the capital import- 
ing country. This influence operates 
through the manner in which the capi- 
tal exporting country treats the foreign 
income of its residents. The United 
States, for example, will generally tax 
the world wide income of its residents 
during the year in which it is earned. 
If foreign income of a resident has been 
subject to tax abroad, the U. S. resident 
may be allowed to credit this tax against 
his home tax liability. If, however, 
he is operating under exemption in the 
foreign country, there will be no for- 
eign tax to credit. Consequently his 
U. S. tax liability will offset the advan- 
tages of the exemption.” To avoid this 
situation the U. S. investor usually must 
incorporate abroad. In the case of a 
foreign subsidiary of a U. S. corpora- 
tion, for example, no U. S. income tax 
liability will be incurred unless the sub- 


69 Internal Revenue Code of 1954, Sec. 901. 


70 This does not apply to certain U. S. corporations 
operating under exempt status in Puerto Rico. Cf. 
Internal Revenue Code of 1954, Regulation Sec. 
931-1 (a). 
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sidiary pays a dividend to the U. S. par- 
ent, and thus the full benefit of ex- 
emption can be obtained until such a 
dividend is paid. Once a dividend is 
paid, however, the dividend will be sub- 
ject to U. S. tax at the ordinary rate,” 
and the benefit of exemption will have 
been in the form of deferral of tax 
rather than full exemption from tax. 
In Canada, on the other hand, dividends 
received by domestic corporations from 
their foreign subsidiaries are generally 
exempt from Canadian income tax,” 
and the corporate investor may there- 
fore obtain the full benefits of exemp- 
tion in the underdeveloped country even 
when income is paid to the parent in the 
form of a dividend.” 

It may be concluded that tax exemp- 
tion offers incentive to both domestic 
and foreign investors, but the degree of 
stimulus is not so large as might appear. 
Investor gains take the form of enhanced 
financial ability and increased incentive 
to undertake business operations in the 
exempt sector. The financial ability to 


71 Had the dividend been taxed in the foreign 
country the U. S. parent would generally be entitled 
to credit this tax against its U. S. income tax lia- 
bility. Cf. Internal Revenue Code of 1954, Sec. 902. 


72 Income Tax Act, Sec. 28(1) (d). 


73 The problems connected with the treatment of 
foreign income in capital exporting countries and the 
relation of this treatment to exemption laws in under- 
developed countries are very complex and would re- 
quire a separate study. It must not be assumed, for 
example, that the present treatment of foreign income 
in the United States law is undesirable from the point 
of view of the underdeveloped country. Cf. Oliver 
Oldman, “ United States Tax Law and Treaties Af- 
fecting Private Foreign Investment,” Federal Bar 
Journal, 19 (October, 1959), pp. 342-356, and Stan- 
ley S. Surrey, “ The Pakistan Tax Treaty and ‘ Tax 
Sparing ’,” National Tax Journal, X (June, 1958), 
pp. 156-167. 


undertake investment is perhaps most 
improved by exemption from import 
duties, license and property taxation. 
Relief from income tax aids in the abil- 
ity to undertake further expansion, but 
does not play such a large initial role, 
although it may mean that loan capital 
is easier to obtain since the chance of 
having the means to amortize debt will 
be greater. On the other hand, the in- 
centive to invest is increased by the 
granting of income tax relief, for the 
estimated profit picture will generally 
look much better, but there is little in- 
centive for further expansion unless the 
enlarged facilities will also receive ex- 
empt status. 

Ability effects are very important for 
local investors who have difficulty in 
raising sufficient capital to operate an 
enterprise, while they may be less im- 
portant for the foreign investor who 
can more easily tap capital funds on 
reasonable terms in the home country. 
Incentive effects, which appear in the 
form of a rise in the prospective rate of 
return, will be important for all inves- 
tors who emphasize profitability. They 
become very important for the local in- 
vestor if they are strong enough to raise 
the return in manufacturing to the 
point where investment in that sector 
appears more profitable than investment 
in some more traditional line, while their 
importance to the foreign investor be- 
comes significant if they raise the rate 
of return over that which could be ob- 
tained in manufacturing in some other 
country. It should be clear, however, 
that many investment decisions will be 
divorced from direct profitability calcu- 
lations. 





THE BALANCE SHEET ON CAPITAL BUDGETING 


LYLE E. SCHALLER * 


ee tremendous demand for capital 
expenditures of an unprecedented 
volume has encouraged a substantial 
number of our American cities to turn 
to the capital budgeting procedure as 
a means of improving their financial 
planning, and often with the hope that 
it will ameliorate their financial prob- 
lems. There should be no question that 
the careful planning of future capital 
expenditures will be an aid to the de- 
cision making process at budget time. 
However the acceptance of capital 
budgeting does not mean that a com- 
munity’s financial worries have been 
eliminated. Capital budgeting is not an 
end in itself. It is merely an adminis- 
trative device which should prove help- 
ful in budgeting expenditures. 

The advantages of such a pro- 
gramming procedure are many, and 
most of them have been widely publi- 
cized. They include: 


1. The means for a comprehensive, 
long-range analysis of the city’s needs 
and of the resources for financing these 
projects. 

2. The opportunity to coordinate capi- 
tal expenditures and debt service with the 
annual operating budget. Particularly im- 
portant is the advance knowledge of in- 
creased operational costs which will arise 
from the proposed capital projects. 


* The author is now Director of Research for the 
Cleveland Bureau of Governmental Research. This 
article was written while he was the administrative 
assistant to the Mayor of Madison, Wisconsin, and re- 
sponsible for that city’s capital improvement program. 


3. Stabilization of the volume of pub- 
lic improvements at a reasonably uniform 
level. 

4. The opportunity for advance acqui- 
sition of real estate. This may not only 
save money but should eliminate some of 
the delays incurred when acquisition is 
postponed to a late date. 

5. Increased possibilities for participa- 
tion in state and federal aid through ad- 
vance planning. 

6. More time to plan projects and to 
prepare for resulting personnel changes. 

7. Less chance for impetuous action 
which may have unthought of effects on 
the general city program. A long-range 
program which has been officially adopted 
by the city reduces the possibility of a 
pressure group selling a project which is 
premature or not essential. 

8. The opportunity to schedule bond 
issues to take advantage of favorable 
changes in the money market. 

9. The means for improving public re- 
lations and for helping the citizen to be- 
come acquainted with his city’s capital 
needs and plans. 


In addition to these recognized 
specific advantages another major bene- 
fit is that a “ consciousness of planning ” 
is encouraged. Adoption of the pro- 
cedure often encourages operating de- 
partments to develop a continuing 
awareness of the need to plan for the 
future of their operation. There is also 
the advantage that policy makers have 
an increased awareness of tomorrow’s 
needs as they act and make today’s de- 
cisions. 
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Furthermore the capital budgeting 
procedure has certain appealing political 
advantages. It “ formalizes” postpone- 
ment of a capital request. The elected 
officials can temper the disappointment 
which results from elimination of a 
capital request by postponing rather 
than eliminating the appropriation. Let 
tomorrow’s officials worry about the 
decision. 

Possibly the greatest advantage is that 
long-range financial planning is a con- 
crete and specific aid in countering the 
frequently expressed myth that “ We’re 
at an unusually high level of govern- 
mental activity now, but when these 
immediate projects are completed we'll 
be able to reduce expenditures and 
stabilize the tax rate.” The most 
cursory look backward at the pattern 
of urban growth during the past two 
decades should dispel such wishful 
thinking. If that does not convince, 
then an examination of the age distribu- 
tion of the population and trends in 
family size should be sufficiently strik- 
ing to persuade anyone and everyone 
that the heavy demands on local gov- 
ernment for additional capital improve- 
ments will continue for at least a gener- 
ation. But the fact remains, despite 
the weight of the circumstantial evi- 
dence, that many, many citizens—and 
also many officials of local governments 
—actually believe that, once the cur- 
rent “crisis” is past, the “ good old 
days ” will return, the bonded indebted- 
ness will be reduced and eventually 
eliminated, the “extra” public em- 
ployees can be laid off and taxes can be 
reduced. This myth, that the current 
level of governmental activity and 
capital construction is a temporary 
phenomenon, is one of the greatest ob- 
stacles in achieving good government. 
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Such an unrealistic attitude virtually 
makes it impossible to do any effective 
really long-range planning. Whatever 
help a capital improvement program can 
do in bringing citizens and government 
closer to reality in this respect is of in- 
estimable value. 

These and other advantages make 
adoption of a capital budget and pro- 
gram very attractive. It is an obliga- 
tion of responsible government to adopt 
all procedures and methods which will 
make that government more effective, 
efficient and responsible. However any 
“new idea” should be examined, not 
only for its advantages, but also for its 
disadvantages and weaknesses. The 
capital improvement budget and pro- 
gram is not a new idea, but it is a rela- 
tively new practice for most units of 
government. The growth and complex- 
ity of municipal government today 
make it highly important that any pro- 
posal, such as developing a capital im- 
provement program, receive thorough 
and thoughtful consideration. Such 
consideration should include the dis- 
advantages and resulting problems. 

One of the first problems arises from 
the distinction between a capital budget 
for the coming fiscal year and a long- 
range capital improvement program. 
Presumably the former is a firm com- 
mitment for an appropriation while 
the latter is only a plan and does not 
guarantee a future appropriation. De- 
partment heads have a tendency to be- 
lieve any request included in the long- 
range program not only implies but 
assures an appropriation of the necessary 
funds. It is only one step beyond this 
for the department head to propose, 
“If you are going to appropriate the 
money for this new building in 1963, 
why not give us the money now? We’ll 
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have the use of the building for the 
intervening years and save by letting the 
contract before building costs go up 
even more. By approving it for 1963 
you concede the need; let’s have the 
money now.” The budget officer’s 
obvious reply is that it is necessary to 
program expenditures to match antici- 
pated revenues, but this answer does 
not satisfy the “* practical ” department 
head. 

Another problem may arise from the 
fact that a capital improvement pro- 
gram is usually printed and distributed 
to all interested parties. The mere act of 
committing the program to paper 
formalizes it. It is quite possible that 


this financial plan may have the dis- 
advantages of a straitjacket rather than 
the advantages of a crystal ball. A 
more realistic and practical way to 
think of the capital improvement plan 
would be as comparable to the roster 


of a baseball team in spring training. 
It should be presumed that changes will 
be made, some items showing promise 
now subsequently may be eliminated, 
and others may rise to a higher position 
of eminence. In some instances it may 
be necessary to do some trading. For 
example, the unexpected requirement 
by the Fire Underwriters for more 
water reservoirs may be granted only 
if the proposed new service building is 
eliminated or postponed. The unex- 
pected need for a new animal shelter at 
the zoo may force postponement of the 
proposed new greenhouse. Adoption of 
a long-range program should mean that 
planning has begun, not ended. The 
tendency is to assume the reverse. 

A more involved problem is the role 
of the planning agency in the “ process- 
ing” of the capital improvement pro- 
gram. Traditionally the preparation of 


BALANCE SHEET ON CAPITAL BUDGETING 


165 


this program has been ascribed to the 
local planning agency. Certainly plan- 
ning must be brought into and become 
an integral part of the capital budgeting 
process. This is one of the reasons for 
the existence of a planning agency. 
Furthermore under the weak executive- 
strong legislature system with a multi- 
plicity of boards and commissions—and 
this is our traditional form of local 
government in America—it may be 
necessary for the planning agency to do 
the job if it is going to be done. How- 
ever the exigencies of city government 
today are resulting in an increase in the 
responsibilities of the chief executive, 
particularly in the field of finance. 
These increased responsibilities suggest 
that his authority in the administration 
of financial matters should be increased. 
Concurrently the planning departments 
are changing in character. The physical 
expansion of our cities, the increasing 
volume of traffic, the adoption of new 
programs such as urban renewal, and 
the implementation of stronger land use 
controls make the planning department 
look more and more like a line agency 
and less and less like a staff department. 
The decision making process is focused 
more on the professional staff and less 
on the advisory commission members. 
The press of time and the complexity of 
the problems accelerate this change in 
the power structure. 

How does this affect capital budget- 
ing? In the first place the trend to 
charge the chief executive with respon- 
sibility for finances means that he must 
have a greater voice in programming ex- 
penditures. The natural tendency is for 
the office of the mayor or manager to 
assume the responsibility for capital 
budgeting. If it is delegated, it is as 
logical that it be delegated to the budget 
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or finance office as to the planning 
agency. 

One alternative, adopted by some 
cities, is to divide the process into two 
phases—planning and financing—and 
delegate each to the appropriate agency. 
However this has its disadvantages, par- 
ticularly in establishing priorities and 
scheduling programs. 

The problem is more acute in those 
situations where the scope of the 
planning function has increased to the 
point that operating departments may 
view the planning agency as another 
line department, a line department com- 
peting with them for funds. It is not 
unreasonable to expect that these other 
line departments may have some mis- 
givings about the planning department 
having a voice in the decision making 
process involving their requests. 

Another area of concern to many is 
the location of the authority for policy 
decisions. This results from the com- 
bination of three factors. 

1. Most important policy decisions 
involve appropriations and what is ap- 
propriated for one purpose affects what 
may be appropriated for other purposes. 

2. Any major improvement in the 
quality of service in most municipal 
functions usually is dependent upon 
additional capital expenditures. 

3. The implementation of the capital 
improvement program requires appro- 
priations of public funds. Thus if the 
decisions made in the preparation of the 
capital improvements program are not 
made by the city council, or its repre- 
sentatives, then one of two things will 
probably occur. The council will tend 
to ignore the capital improvement pro- 
gram or a substantial amount of finan- 
cial authority will be granted to per- 
sons who are not politically responsible 
or responsive. 
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The only alternative is to make the 
capital budget an executive budget. 
This implies a strengthening of the role 
of the chief executive. Such a course 
of action may not be a popular one 
with the legislative body. 

It does appear, however, that if the 
capital improvement budget is to be an 
effective and useful device, responsi- 
bility for the preparation must rest with 
either the council or the chief executive 
if responsible representative govern- 
ment is to be maintained. 

There are other problems of mu- 
nicipal government which are not solved 
by the adoption of capital budgeting. 
Those semi-independent boards and 
commissions over which the council 
does not have line item budget control 
may or may not elect to cooperate. If 
they refuse to cooperate, this can ad- 
versely affect the usefulness of this kind 
of financial programming. This, how- 
ever, is a fault of governmental struc- 
ture, not of the financial planning 
process. The capital improvement pro- 
gram may emphasize the problem; it 
cannot be expected to correct it. 

No matter how much care is exer- 
cised in the preparation of a long-range 
financial programming, the voters still 
have the right to alter the plans by their 
votes on bond referenda. In some com- 
munities extraordinary majorities are 
required and/or a large percentage of 
previous bond proposals have been 
turned down at the polls. In such com- 
munities it is easy to argue that a long- 
range financial program is not possible 
or is not practical. However, in some 
instances the negative vote of the 
people may have resulted, at least in 
part, from the lack of financial plan- 
ning. <A good capital improvement pro- 
gram is an excellent means of inform- 
ing the public on the needs of the 
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community and may have a favorable 
effect on such ballot questions, if the 
electorate can see how any one specific 
proposal is a part of a large, inclusive, 
well thought-out program. 

Possibly the greatest drawback to the 
whole concept is that it can be used to 
give the impression that things are be- 
ing done when actually nothing is being 
accomplished. Talk is cheap. Many of 
the problems of our cities of today are 
urgent problems. While there is a need 
for good financial planning, there is also 
a need for action. Too often plans for 
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tomorrow make a poor substitute for 
action for today. 

In summing up the experiences of 
one community in particular and ob- 
servations of other communities in 
general, there appears to be no doubt 
that the municipalities of today have 
available a very useful tool in the 
capital improvement program. How- 
ever, it is only a means to an end and is 
no substitute for effective and responsi- 
ble political leadership in meeting the 
problems of our cities of today. 








PROGRESSIVE INCOME TAXATION, 
INCOME REDISTRIBUTION, AND 
THE CONSUMPTION FUNCTION 


T. R. BEARD * 


ROGRESSIVE taxation, and in par- 

ticular a progressive income tax, pre- 
sents a key policy issue in a democratic 
society. The history of the discussion of 
the merits of progressive income taxa- 
tion reveals a complex and rather be- 
wildering verbal barrage both by those 
who accepted the principle and by those 
who flatly rejected it. Blum and Kalven 
felt that in the last twenty years of the 
nineteenth century—the “ decisive in- 
terval in public acceptance of the idea in 
England and the United States” *— 
most of the relevant theoretical discus- 
sion was actually unfavorable to pro- 
gression. Major objections to the prin- 
ciple of progression revolved around its 
effect on complicating the tax laws, in- 
cluding an expansion of the opportunity 
for legal avoidance, and the potential 
political irresponsibility inherent in a 
system in which the higher surtax rates 
are dictated by a voting majority, but 
fall on a minority.” 

The most devastating attack, and the 
most “‘ academic,” argued that progres- 
sion lessened the economic productivity 


* The author is a James B. Duke Fellow in Eco- 
nomics at Duke University. He wishes to express his 
appreciation to Dr. B. U. Ratchford for reading the 
manuscript and suggesting numerous improvements. 
Mr. William Mauer and Mr. William Shropshire have 
also been most helpful. The errors are, of course, 
solely the property of the author. 


1 Walter J. Blum and Harry Kalven, Jr., The Un- 
easy Case for Progressive Taxation (Chicago: Univer- 
sity of Chicago Press, 1953), p. 14. 


2 Ibid., pp. 15-20. 


of society by reducing the amount (and 
quality) of work expended and/or by 
impeding the process of capital forma- 
tion through reducing the volume of 
saving (and thus investment). Such an 
argument has continued to be a signifi- 
cant one. Even those who ultimately 
advocated a progressive income tax often 
acknowledged these detrimental effects. 
Simons, for example, felt that, “. . . it is 
hardly questionable that increasing pro- 
gression is inimical to saving and accu- 
mulation...” * A major reason for this 
conclusion was that, “Increasing pro- 
gression means augmenting incomes 
where saving is impossible and diminish- 
ing incomes too large to be used entirely 
for consumption.” * Pigou, while advo- 
cating progression based on least sacri- 
fice as the ultimate principle of taxation 
—the validity of which “ appears... to 
be given directly in intuition ” "—recog- 
nized the effects upon work incentives 
and capital accumulation of a system 
which imposes equal marginal sacrifices 
upon all taxpayers, and thus felt the 
need for a system which is “ less severe.” 


Justification for Progressive Taxation 


Advocates of progression have ad- 
vanced numerous justifications based on 
“sacrifice” theories, including the 


3H. Simons, Personal Income Taxation (Chicago: 
University of Chicago Press, 1938), p. 22. 


4 Ibid., p. 23. 


5 A. C. Pigou, A Study in Public Finance, 3rd edi- 
tion (London: Macmillan and Co., 1949), p. 43. 
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“equal,” “ proportional,” and “least” 
or “ minimum ” variants, closely related 
“* faculty ” theories, “* benefit ” theories, 
“* social-importance ” theories, “ surplus 
income ” theories, etc.® All such con- 
cepts have been painstakingly criticized 
elsewhere and will not be labored here. 
It would not seem unfair to say that 
these theories can hardly be taken as ade- 
quate justifications for the principle of 
progression. The most widely used of 
the group—the variants of the sacrifice 
principle—are, of course, based firmly 
on utilitarian principles and thus neces- 
sitate interpersonal utility comparisons 
while ignoring the disturbing element 
that different individuals may have quite 
different capacities for enjoyment.” 
Furthermore, it is somewhat troublesome 
to its adherents that the mere acceptance 
(intuitively) of certain variants of the 
sacrifice theory is not a sufficient condi- 
tion for justifying progression.® 

Likewise, most of the remaining justi- 
fications mentioned, while often quite 
interesting and ingenious, are hardly ac- 
ceptable to anyone who does not already 
feel, perhaps for some reason unknown 
even to himself, that some degree of pro- 
gression is desirable.® 


6 See Blum and Kalven, op. cif., and Elmer D. Fa- 
gan, “ Recent and Contemporary Theories of Progres- 
sive Taxation,” Journal of Political Economy, August 
1938, reprinted in AEA Readings in the Economics of 
Taxation (Homewood, Illinois: Richard D. Irwin, 
Inc., 1959), pp. 19-53. 


7 Many other objections are common, including the 
fact that hedonism is wholly introspective and sub- 
jective reactions are immeasurable. 


8 The acceptance of minimum sacrifice necessarily 
justifies progression, but under the “equal” and 
“ proportional ” variants a curve of diminishing mar- 
ginal utility of money is not in itself sufficient. See 
Pigou, op. cit., pp. 85-93, and Blum and Kalven, op. 
cit., pp. 42-45, which contains a number of refer- 
ences. 


® Groves suggests the best defense for progression is 
that approach, “ often associated with Adolph Wagner 
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One of the most forthright justifica- 
tions for progressive taxation has been 
that it redistributes income, and, in fact, 
any discussion which does not recognize 
this fact is wholly inadequate. Many 
(including mostly socialist writers) have 
advocated progression almost solely on 
these grounds. While a defense of pro- 
gression in these terms is quite easily 
bound up with utilitarian concepts of 
welfare, the whole issue might be as 
simply stated as it is by Simons, who 
rests his case for “ drastic ” progression, 
“on the ethical or aesthetic judgment 
that the prevailing distribution of wealth 
and income reveals a degree (and/or 
kind) of inequality which is distinctly 
evil or unlovely.” 7° 

Since the 1930’s the principle of pro- 
gression has clothed itself in a newer and 
seemingly more durable mantle of re- 
spectability based on concepts quite 
apart from ethical judgments and reli- 
ance upon personal intuition. This more 





though more sharply conceived and phrased by Elmer 
Fagan . . . which is to consider progressive taxation 
in terms of its social, political, and economic effects.” 
See Harold M. Groves, “‘ Toward A Social Theory of 
Progressive Taxation,” National Tax Journal, March, 
1956, p. 29. Thus, the problem becomes one of 
weighing tax alternatives in terms of the social sig- 
nificance of income. He suggests the use of such 
“widely accepted national objectives” as real income, 
minimum fluctuations, adequate revenue, political 
stability, international independence or security, elim- 
ination of extreme want, and mitigation of social dis- 
orders (p. 31). Presumably, after much careful de- 
liberation and the weighing of these factors (unfor- 
tunately, with some unknown set of weights), one 
might decide that progression is not warranted. This 
approach to progression appears quite reasonable. 


10 Simons, op. cit., pp. 18-19. 

For one of the best attacks on income redistribu- 
tion, see D. M. Wright, “ Income Redistribution Re- 
considered,” Income, Employment, and Public Policy 
(New York: W. W. Norton and Co., 1948), pp. 159- 
176. In this article Wright quickly eliminates the 
“economic” arguments for redistribution (which he 
has covered elsewhere) and attacks the question on 
the basis that arguments for redistribution should be 
formed in terms of reform and political philosophy. 
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sophisticated justification is that pro- 
gression aids in maintaining a high de- 
gree of economic stability and a high 
level of national income. Actually, there 
are two rather distinct notions involved. 
The first concerns the concept of auto- 
matic or built-in-stability, in which the 
virtue of a large degree of progression 
is to make for a great degree of instabil- 
ity of tax collections, thus automatically 
causing budget deficits in depression and 
surpluses in boom periods. While auto- 
matic stability is particularly favored by 
those who wish to minimize the range of 
discretionary government action, most 
economists recognize some desirable ef- 
fects in offsetting short-run, less severe, 
changes in economic activity. How- 
ever, few economists feel that automatic 
stabilizers are by themselves a strong 
enough counter-cyclical weapon, and 
the degree of built-in-stability is not 
considered sufficient to counterbalance 
upheavals of major proportions.” 


11 Some of the standard references on automatic 
flexibility include: C E D, The Stabilizing Budget 
Policy, What It Is and How It Works (New York, 
1947); Milton Friedman, “A Monetary and Fiscal 
Framework for Economic Stability,” American Eco- 
nomic Review, June, 1948, pp. 245-264, reprinted in 
AEA Readings in Monetary Theory; A. Hart, Money, 
Debt, and Economic Activity, 2nd. Edition (New 
York: Prentice-Hall, 1953) Chapters 27 and 28; 
E. C. Brown, “The Static Theory of Automatic 
Fiscal Stabilization,” Journal of Political Economy, 
1955, pp. 427-41; and R. E. Slitor, “ The Measure- 
ment of Progressivity and Built-in Flexibility,” Quar- 
terly Journal of Economics, February, 1948, pp. 309- 
14. 


12 See, for example, R. A. Musgrave and M. H. 
Miller, ‘* Built-in-Flexibility,” American Economic 
Review, March, 1948, pp. 122-128, reprinted in AEA 
Readings in Fiscal Policy, Alvin H. Hansen, Monetary 
Theory and Full Employment (New York: McGraw- 
Hill, 1949), pp. 177-180. 

Clement states (p. 313), “ An intuitively compiled 
weighted average of economic opinion on the efficacy 
of the existing battery of automatic stabilizers might 
be the following: the automatic stabilization features 
of the current fiscal system cannot be relied upon 
alone to dependably stabilize the economy. They are 
capable, certainly, of reducing the amplitude of the 


NATIONAL TAX JOURNAL 





[Vo.. XIII 


Income Redistribution and 
Consumer Spending 


Perhaps a more important justifica- 
tion of progression is one that is directly 
dependent upon the effect of progres- 
sion in redistributing income, although 
in this case redistribution is not desired 
in itself, but for its effect in stimulating 
a higher level of consumer spending 
(and income). This argument is in no 
way dependent upon the incurring of 
government deficits and surpluses, and a 
balanced budget should be assumed for 
clarity. This defense of progression via 
income redistribution is one that evolved 
from the Keynesian-inspired notion that 
unemployment arises when aggregate 
demand is inadequate and that the pur- 
suit of egalitarian objectives can increase 
real income and employment through 
shifting the consumption function. 
Thus, as Streeten remarked, the Keynes- 
ian theory strengthened the utilitarian 
tradition by resolving a moral dilemma. 
While formerly it had been generally 
held that a more egalitarian distribution 
of income would increase welfare, in- 
equality was nevertheless felt necessary 
to produce sufficient savings for invest- 
ment and economic progress; Keynes, 
however, showed that income redistribu- 
tion is actually desirable for the reason 
that, in the short run at least, it increases 
“progress.” 1% 

In Keynes’ discussion of the con- 
sumption function he enumerated vari- 


relatively mild swings in economic activity, they 
might conceivably provide a floor and a ceiling to 
these fluctuations, but in no event can they initiate an 
actual reversal of cumulative movements.” M. O. 
Clement, “ The Concept of Automatic Stabilizers,” 
Southern Economic Journal, January, 1959, pp. 303- 
314. 


13 P, Streeten, “ Keynes and The Classical Tradi- 
tion,” in Kurihara (ed.), Post-Key Ec ics 
(New Brunswick: Rutgers University Press, 1954), 
pp. 345-364. 
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ous “ subjective ” factors that determine 
the normal slope and position of the 
function, and these he regarded as quite 
stable. However, he explicitly recog- 
nized six “ objective” factors that can 
cause shifts in the consumption func- 
tion, one of these being changes in fiscal 
policy, which includes income redistri- 
bution.* In another place he pointed 
out the economic rationale for a reduc- 
tion in income inequality. 


Thus our argument leads towards the con- 
clusion that in contemporary conditions 
the growth of wealth, so far from being 
dependent on the abstinence of the rich, 
as is commonly supposed, is more likely to 
be impeded by it. One of the chief social 
justifications of great inequality of wealth 
is, therefore removed.'® 


The argument has been applied with 
various degrees of enthusiasm by 
“* Keynesians ” —- for example, Hansen 
apparently approved the idea that the 


modern trend toward the welfare state, 
financed largely by progressive taxation, 
shifts the consumption function up- 
ward,’*® and Joan Robinson contended 
that the most important determinant of 
the demand for consumption goods is 
the distribution of income.’ Similar 
statements abound in the literature, and 


14 J, M. Keynes, The General Theory of Employ- 
ment, Interest, and Money (New York: Harcourt, 
Brace, and Cémpany, 1936), pp. 94-95. 


15 Ibid., p. 373. While it is probable that Keynes 
(and others) had in mind the distribution of income 
among productive factors in the classical sense, it is 
quite meaningful and reasonable to approach the sub- 
ject in the Lorenz-curve sense—as is generally done in 
this paper. Distribution in the latter sense is particu- 
larly useful in terms of public policy. 

16 Alvin Hansen, A Guide to Keynes (New York: 
McGraw-Hill, 1953), p. 83. 

17 Joan Robinson, The Problem of Full Employ- 
ment, p. 3, quoted in K. K. Kurihara, An Introduc- 
tion to Keynesian Dynamics (New York: Columbia 
University Press, 1956), pp. 37-38. 
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further references hardly appear neces- 
sary. 

Keynes, Hansen, and Robinson were 
primarily concerned with a depressed 
and chronically stagnated economy. If 
stagnation presents a permanent prob- 
lem, means of raising the level of the 
consumption function become extremely 
important. But if such is not the case— 
and apparently it is not—progressive 
taxation aims at solving a problem which 
does not exist. Why not advocate re- 
gressive taxation for a fully employed 
economy in which the major problem is 
inflation? At best, then, the “ Keynes- 
ian” defense of. progression can no 
longer be more than a partial one, i.e. 
progressive taxation is useful in hasten- 
ing recovery from temporary depres- 
sions. 

At first glance, the argument that in- 
come redistribution (of the right kind) 
will raise the consumption function 
seems perfectly sound.’* Since higher 
income groups have a lower average 
propensity to consume than do lower in- 
come groups (a common sense proposi- 
tion which has been substantiated by 
post-Keynesian budget studies) , it would 
seem that a movement of spending units 
toward the over-all average should in- 
crease the consumption of the lower in- 
come groups by a greater amount than 
the decrease in the consumption of the 
higher income groups. But such is not 
necessarily true, as the effects of income 
redistribution depend upon the marginal 


18 It is well to keep in mind the distinction be- 
tween an “ initial ” change in consumer spending re- 
sulting from income redistribution and the total ef- 
fect which includes secondary or multiplier effects. 
One has in mind the total effect when discussing con- 
sumption functions. 

Income redistribution implies that a given level of 
income is redistributed initially, but if consumer ex- 
penditures are raised in the process, the final result 
wili be a higher level of total income. 





172 NATIONAL TAX JOURNAL 


propensities rather than the average pro- 
pensities.’® 

A most obvious argument is that in- 
vestment may well be discouraged in the 
process of redistribution. This involves 
the question of incentives. But even in 
addition to the detrimental effects on in- 
vestment, it has become more widely be- 
lieved in recent years that the probable 
effect of income redistribution on con- 
sumer spending can be (and has been) 
greatly overstated.”° Several significant 


19 While the importance of the marginal propensi- 
ties is universally recognized, a simple example may 
still be in order. In the case of a simple linear con- 
sumption function, C=a+bY, where a is positive, 
the marginal propensity to consume (slope) is a con- 
stant while the average propensity to consume declines 
steadily as income increases. In this case income re- 
distribution will make no change in total consumer 
expenditure. 

Morgan’s work at Michigan has led him to feel that 
the impact of changes in the distribution of income 
depends more upon which asset groups are affected 
than upon which income groups are affected. What 
is important is not the effect of policies oh the dis- 
tribution of income because the marginal propensity 
to consume does not seem to vary as much between 
income groups as between asset groups. Furthermore, 
cross-section data has also shown that individuals with 
fluctuating incomes have different average and mar- 
ginal propensities to consume than do those with 
stable incomes. James Morgan, “ The Motivations of 
Savers,” in Heller, et. al. (eds.) Savings in the Mod- 
ern Economy (Minneapolis: University of Minnesota 
Press, 1953), pp. 213-217. 


20 While a redistribution of income through taxa- 
tion (and subsidy) which aids the “ groups” with 
high marginal propensities to consume may be held to 
increase the income of the community as a whole, an 
interesting question concerns whether the group that 
is taxed will ever be fully compensated for the loss of 
income from the tax payments. Metzler made sev- 
eral experiments of this possibility based on various 
simplifying assumptions concerning hypothetical mar- 
ginal propensities to consume of “taxed” (low mar- 
ginal propensity), “ subsidized” (high marginal pro- 
pensity), and “intermediate” groups. In general, he 
felt that such a possibility is quite unlikely. On his 
assumptions of various homogeneous groups, a mar- 
ginal propensity to consume of greater than unity for 
the low income group is a necessary, though not suf- 
ficient, condition for a net benefit to accrue to the 
“taxed” group. Lloyd A. Metzler, “ Effects of In- 
come Redistribution,” Review of Economic Statistics, 
February, 1943, pp. 49-57. 
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studies were made in the late 1940’s 
which reflected some doubt as to the 
magnitude of changes in consumption 
expenditure that would result from even 
drastic redistribution. Perhaps the dif- 
ficulties inherent in statistical data and 
the simplifying assumptions necessary in 
utilizing quantitative data have some- 
what limited more general acceptance of 
such findings. Lubell, using data from 
the 1941 study of the Bureau of Labor 
Statistics and the Bureau of Home Eco- 
nomics, utilized a technique for hypo- 
thetically redistributing income by ad- 
justing the average income for selected 
income brackets by moving them closer 
to the mean of the entire distribution by 
some given percentage of the difference 
between them and the mean. Even 
when all incomes were made equal (a 
maximum redistribution of 100 per 
cent), the result was a “ mere ” 4.1 per 
cent increase in aggregate consumption 
expenditure (in the unadjusted esti- 
mate).*" Musgrave and Painter at- 
tempted to estimate the impact of alter- 
native tax structures with respect to the 
initial changes in consumption and sav- 
ing, their “ most striking result ” being 
the “ relatively slight increase in con- 
sumption ” obtained by utilizing “ maxi- 
mum progression” (which greatly sur- 
passed any “ feasible degree” of pro- 
gression) instead of the “ standard ” case 
which roughly corresponded to the 1946 
federal revenue structure. Such results 
were found to be largely explained by 
the circumstances that: (1) the bulk of 
taxable income is found in the middle 
and lower income groups, thus limiting 


21 Harold Lubell, “ Effects of Income Redistribu- 
tion on Consumers’ Expenditures,” American Eco- 
nomic Review, March, 1947, pp. 157-170, and Lu- 
bell’s “‘ Correction ” and J. M. Clark’s “* Note on In- 
come Redistribution and Investment,” December, 
1947, pp. 930-931. 
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the feasible range of burden transfer; 
(2) differences in the marginal propen- 
sity to consume at various income levels 
are “less than is frequently assumed; ” 
and (3) the “ standard ” revenue struc- 
ture was already fairly progressive.” 


Post-Keynesian Consumption Functions 


Theoretical interest in the Keynesian 
system prompted considerable empirical 
work and, in particular, a great number 
of investigations of the nature of the 
consumption function. Such studies 
have raised considerable doubt as to the 
effects of income redistribution on ag- 
gregate consumption and saving, and, it 
seems to the author, such studies have 
not as yet received quite the emphasis 
that they merit from students of public 
finance. 

Early post-Keynesian studies, based 
both on time series and on budget data, 
appeared to confirm Keynes’ simple hy- 
pothesis concerning the functional re- 
lationship of consumption and income.” 


22 Richard A. Musgrave and Mary S. Painter, “ The 
Impact of Alternative Tax Structures on Personal 
Consumption and Saving,” Quarterly Journal of Eco- 
nomics, August, 1948, pp. 475-499. 

See also the article by Carl Shoup, “ Taxation and 
Fiscal Policy,” Millikan (ed.), Income Stabilization 
for a Developing Democracy (New Haven: Yale Uni- 
versity Press, 1953), pp. 269-277, for a sketch of 
earlier estimates of the effects of various kinds of 
taxation on consumption and saving. The works of 
Kaldor, Goode, and Bergson are not always directly 
relevant to the specific discussion here, and in Shoup’s 
words, “the[ir] conclusions probably have too large 
a margin of error to be very useful in choosing 
among alternative fiscal policies in practice.” (p. 268) 

Among other significant works concerning estimates 
of the distribution of tax burdens, see the various 
articles and exchanges by Musgrave, et al., and Rufus 
S. Tucker in the 1951-52 National Tax Journals and 
in the Proceedings of the Forty-Fifth Annual Con- 
ference of the National Tax Association, 1953. 


28 Keynes argued that current consumption expend- 
iture is a highly dependable and stable function of 
current income—both measured in terms of wage- 
units. The famous “ psychological law ” held, in ef- 
fect, that the value of the marginal propensity to 
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However, the Kuznets data showed that 
since 1899 there had been no appreciable 
change in the percentage of income 
saved, and the later, more elaborate 
studies of Goldsmith, who employed 
slightly different definitions of saving, 
substantiated the accuracy of a long run 
constancy of the savings-income ratio.” 
(Goldsmith’s computations cover the 
period 1897-1949.) The apparent in- 
compatibility of evidence led to a num- 
ber of more complex hypotheses which 
attempted to reconcile budget data evi- 
dence with the long run constancy of 
the consumption function. Many econ- 
omists, using the “ orthodox ” approach, 
assumed consumption to be roughly a 
linear function of disposable income, 
with a constant term, and the absence of 
any long run increases in the savings- 
income ratio could be explained by a 
secular rise in the constant term owing 
to such factors as a trend to urbaniza- 
tion, income redistribution, and the in- 
troduction of new products.”* 

In his study of aggregate consump- 
tion functions, Ferber found that, by 
1950, nearly 100 aggregate functions 
had been fitted to data for the United 
States, out of which he picked seventeen 





consume is positive and lies between 0 and 1, both for 
the individual and for the community. Somewhat 
less definitely, he felt that the marginal propensity to 
consume is less than the average propensity to con- 
sume, and that as real income increases the average 
propensity to ¢ falls. The latter ideas are 
often considered “ Keynesian assumptions” although 
they are not necessary to the “ fundamental psycho- 
logical law.” Keynes, op. cit., especially Book III. 

24S. Kuznets, Uses of National Income in Peace 
and War (New York: National Bureau of Economic 
Research, 1942), R. Goldsmith, A Study of Savings 
in the United States, 3 vols. (Princeton: Princeton 
University Press, 1955). 





25 See, for example, A. Smithies, “ Forecasting Post- 
war Demand,” Econometrica, January, 1945, pp. 1- 
14, 
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for further study.?* Most studies were 
statistical in nature, proceeding from a 
preconceived theory to an actual con- 
struction of a consumption function and 
then providing numerical estimates of 
the parameters of that function. The 
functions he selected as representative 
usually employed slightly different forms 
as to what he considered the three major 
variables — price, population, and in- 
come. Two “ promising variables,” 
among a multitude of others, were cor- 
porate savings (which are, of course, a 
part of total private savings) and liquid 
assets. 

While from a theoretical point of 
view it is quite reasonable to insert some 
measure of income distribution into an 
aggregate consumption function, it is 
quite interesting to note that of all the 
functions studied by Ferber only that of 
Staehle (which is based on German data 
for 1928-1934) explicitly allowed for 
income distribution effects.’ Staehle, in 
what is one of the earliest studies of 
the consumption function (1937), at- 
tempted to show, by making a multiple 
regression analysis of the aggregate pro- 
pensity to consume of German wage 
earners on a measure of income inequal- 
ity and on an index of their labor in- 
come deflated by a wage index, that 
even in the short run income inequality 
is not constant and that it has a substan- 
tial effect on the propensity to consume. 

On the other hand, later studies did 
not seem to substantiate this conclusion 
regarding the effects of income redistri- 
bution. For example, Polak, using a 
measure of income distribution among 


26R. Ferber, A Study of Aggregate Consumption 
Functions, Technical Paper 8 (New York: National 
Bureau of Economic Research, 1953). 


27 H. Staehle, “ Short-Period Variations in the Dis- 
tribution of Incomes,” Review of Economic Statistics, 
August, 1937, pp. 133-143. 
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other variables for the period 1919-1932 
in the United States, derived a number 
of regression equations and found that 
those including the measure of income 
distribution increased the coefficient of 
determination in all cases.28 However, 
the negative sign of this measure contra- 
dicted one of his basic a priori condi- 
tions, the familiar idea that the propen- 
sity to consume should increase as the 
distribution of income becomes more 
equal. Therefore, he rejected these equa- 
tions. Ferber reported that Mosak, in 
the only other empirical evaluation of 
the influence of income distribution sur- 
veyed by Ferber, advanced the idea that 
this factor exerts its main effect in de- 
termining the distribution of expendi- 
tures among different commodities rather 
than in affecting the absolute amount of 
consumption.”® 

Ferber concluded that the relevance 
of income distribution was far from 
clear-cut and remained a matter for 
further study. In short, there seemed 
to be a bit of evidence for almost every 
position one might wish to take. 

Since 1950 a great many additional 
studies have appeared, perhaps the best 
known being those of Tobin, Modigliani- 
Brumberg, and Friedman.*° None of 


28 J. J. Polak, “ Fluctuations in United States Con- 
sumption, 1919-1932,” Review of Economic Statistics, 
February, 1939, pp. 1-12. See Ferber, op. cit., pp. 
20-21. 


29 Ferber, op. cit., p. 21, J. L. Mosak, Changes in 
Income Distribution During the Great Depression 
(New York: National Bureau of Economic Research, 
1946). 


80 James Tobin, “ Relative Income, Absolute In- 
come, and Savings,” Money, Trade and Economic 
Growth, pp. 135-156; F. Modigliani and R. Brum- 
berg, “ Utility Analysis and the Consumption Func- 
tion: An Interpretation of Cross-Section Data,” in 
Kurihara (ed.), Post-Keynesian Ec ics, pp. 383- 
436; Milton Friedman, A Theory of the Consump- 
tion Function (Princeton: National Bureau of Eco- 
nomic Research, 1957). 
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their functions explicitly contains an 
income distribution factor — although 
this does not indicate that such a factor 
cannot be accorded great significance 
within the complete logical framework 
of a particular “ theory.” For example, 
while neither Duesenberry nor Modi- 
gliani (earlier study) — both of whom 
are covered in Ferber’s survey—incor- 
porated at income distribution factor in 
their functions, rationalization of their 
“relative income hypothesis” brings 
into sharp focus the possible effects of 
income redistribution.** Likewise, Fried- 
man’s recent study, in which he formu- 
lates the “‘ permanent income hypoth- 
esis,” contains strong implications for 
public policy in this respect. 
Duesenberry’s formulation of the 
consumption function is quite well 
known. Briefly, he held that the long- 
run average propensity to save is inde- 
pendent of the income level, or that sav- 


ings remain a constant proportion of 


income as income rises over time. The 
function is non-reversible, as the ratio of 
consumption (savings) to personal dis- 
posable income is expressed as a function 
of the ratio of current income to the 
highest level of income previously 
reached, thus yielding a “ ratchet ” ef- 
fect. This hypothesis is reconciled with 
the evidence from budget studies by 
arguing that the proportion of its in- 
come that a spending unit saves is deter- 
mined not by the absolute level of that 
income, but rather by its relative posi- 
tion in the income distribution. 
Duesenberry argued that the strength 


81 James Duesenberry, Income, Saving, and the 
Theory of Consumer Behavior (Cambridge: Harvard 
University Press, 1949); F. Modigliani, “ Fluctuations 
in the Savings-Income Ratio: A Problem in Economic 
Forecasting,” Part V, Vol. II, Studies in Income and 
Wealth (New York: National Bureau of Economic 
Research, 1949). 
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of impulses to increase expenditure de- 
pends entirely on the ratio of an indi- 
vidual’s expenditures to the expenditures 
of those with whom he associates. One 
reason for this is the ““ demonstration ef- 
fect,” i.e. when an individual’s associates 
spend more, that individual comes into 
contact with better quality goods and 
thus becomes dissatisfied with his own 
cheaper purchases. Also, a high stand- 
ard of living is an end in itself, and it is 
judged by comparison with the living 
standards of others. The essence of the 
matter is that an individual’s propensity 
to save can be regarded as a rising func- 
tion of his percentile position in the in- 
come distribution; yet over time, with 
an increasing income and no reshuffling 
of the “ percentile position ” of different 
spenders, everyone will increase his con- 
sumption expenditure in such a manner 
as to maintain his previous savings ratio. 
The acceptance of such a thesis means 
that the simple addition of individual 
consumption schedules to arrive at a col- 
lective schedule is not a valid procedure. 
The theory is based squarely on certain 
sociological phenomena, in particular 
that consumer preferences are interde- 
pendent, and not independent, when 
time is taken into account. 

The acceptance of this sociological 
interpretation of consumer behavior has 
grave consequences for income redistri- 
bution. For example, if income is re- 
distributed with a net gain for the lower 
income groups, these groups may con- 
sider this an increase in their relative 
position, and, therefore, save a greater 
proportion of their now higher incomes. 
On the other hand, the higher income 
groups, although suffering a loss in their 
absolute position, still remain in the same 
relative position and maintain the same 
savings-income ratio. Thus, in this case, 
there is actually a higher propensity to 
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save in the aggregate. 

H. G. Johnson points out that the 
above conclusion does not follow unam- 
biguously from the assumption of inter- 
dependence of preferences, but rather 
depends upon the implicit assumption 
about the precise nature of that inter- 
dependence.** Some assumption must 
be made about the manner in which a 
change in the consumption of any indi- 
vidual group causes the rest of the econ- 
omy to change its consumption as a re- 
sult (solely) of interdependence, and 
Johnson assumes that there are two con- 
trasted types of interdependence. Thus, 
aggregate savings may either increase or 
decrease, depending upon which type of 
interdependence prevails. The first type 
may be termed “keeping up with the 
Joneses” or “emulation,” where the 
consumer places a relatively high valua- 
tion on consumption greater than his 
own; the second type is “ keeping ahead 
of the Smiths,” or “ superiority,” where 
the consumer is anxious to consume 
more and better goods than others with 
lower incomes and thus places a high 
valuation on consumption standards 
lower than his own. Johnson goes on to 
show that only in an economy where 
“emulation ” dominates can redistribu- 
tion of income from “ rich ” to “ poor ” 
lead to an increase in the aggregate sav- 
ings-income ratio.** 


82H. G. Johnson, “A Note on the Effect of In- 
come Redistribution on Aggregate Consumption with 
Interdependent Preferences,” Economica, August, 
1951, pp. 295-297. 


83 Johnson holds that, according to Duesenberry, 
the satisfaction obtained by the i’th individual from 


Pp depends not on his _— hebatacteg 


oe (where Ci 


is i’s absolute consumption, C; is the absolute con- 
sumption of the j’th individual and aij is a measure 
of the importance attached by the i’th individual to 
that quantity). In explaining either the secular con- 








but on his relative consumption, or 
ai 
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The most important question con- 
cerns the extent to which such motiva- 
tions actually affect consumer behavior. 
Our present state of knowledge is ad- 
mittedly weak, but it does appear that 
the possible effects of interdependence 
cast considerable doubt upon the valid- 
ity of a conscious policy of income redis- 
tribution to secure a higher level of con- 
sumption. 





stancy of the savings ratio or the fact that the per- 
centage of income saved is greater the higher the in- 
dividual’s “* percentile position,” all the C;’s can be 
assumed either to remain constant or change in the 
same direction, so that the fraction is unambiguous 
and independent of the distribution of income. How- 
ever, when income is redistributed, some of the Cy’s 
will increase and others will decrease, so the effect on 
the individual’s satisfaction will depend on the values 
of the asj’s. Thus, depending upon the relative values 
of the coefficients attached to the quantities of other 
individuals’ consumption (which may either increase 
or decrease), aggregate savings may either increase or 
decrease. 

In a later article, Johnson, employing the concepts 
of an “ emulative society” and a “ competitive soci- 
ety,” analyzes income redistribution in more detail. 
H. G. Johnson, “* The Effects of Income Redistribu- 
tion on Aggregate Consumption with Interdependence 
of Consumers’ Preferences,” Economica, May, 1952, 
pp. 131-147. See also “ The Macro-Economics of In- 
come Redistribution,” in Peacock (ed.) Income Re- 
distribution and Public Policy (Oxford: Alden Press, 
1954), pp. 19-40. 

James and Beckerman have criticized Johnson’s ap- 
proach at length. They suggest his definitions tell 
nothing about how individuals actually behave and 
that his final solutions are only in terms of various 
assumptions about the total interdependence effect and 
its size relative to the (usual) income effect. These 
authors attempt to demonstrate that: (a) under a set 
of “fairly reasonable assumptions” about interde- 

dence of c ner preferences, the effect of in- 
come redistribution is likely to be little different from 
the effect when interdependence is ignored; and (b) 
the number of postulates needed to arrive at any con- 
clusion is so large that “until a vast increase in our 
knowledge of individual interdependence behavior is 
obtained, speculation about the total effects can only 
be deceptive.” (p. 72) They conclude that we 
should not allow any theoretical analysis of interde- 
pendence, given our level of knowledge, to modify 
the usual public policy conclusions. $. F. James and 
W. Beckerman, “ Interdependence of Consumer Pref- 
erences in the Theory of Income Redistribution,” Eco- 
nomic Journal, March, 1953, pp. 70-83. 











ERRATUM 
The following should be added to page 177 of the 


June, 1960 issue of the Journal 


The transitory components of consump- 
tion and income are assumed to be un- 
correlated with each other and with the 
corresponding permanent components. 
Only changes in permanent income af- 
fect permanent consumption (given i, 
u, and w) ; households plan over a fairly 
long period on the basis of expected in- 
come and will not diverge from their 
plans because of unexpected income 
changes. The marginal propensity to 
consume out of transitory income is 
zero. As to the validity of budget 


studies, Friedman feels that they simply 
employ inappropriate concepts that re- 
flect the strength of transitory forces. 
Friedman holds that at all income 
levels planned (permanent) savings is 
the same fraction of planned (perma- 


nent) income. Therefore, inequality 
caused by permanent factors makes no 
difference as to the amount saved. But 
conversely, if inequality is attributable 
to transitory factors, and large transi- 
tory components reflect uncertainty, 
then the savings ratio will be affected. 
It is not the distribution of income per 
se, but rather uncertainty, that influ- 
ences savings. What is favorable to a 
high consumption ratio is not equality, 
but certainty. 

It should also be noted that the work 
of Modigliani and Brumberg leads to 
conclusions concerning income redistri- 
bution similar to those of Friedman in 
many respects.*® Deviations of the sav- 
ings ratio from a normal level are ac- 
counted for by the fact of short-term 
fluctuations in income around the basic 


36 Modigliani and Brumberg, op. cit., p. 430. 


earning capacity (permanent income) 
of the household, and because gradual 
changes in this basic capacity may cause 
accumulated savings (assets) to momen- 
tarily get “ out of line ” with current in- 
come and age. 


Conclusions 


It should be apparent by now that 
there is considerable evidence—although 
admittedly quite varying and often con- 
tradictory—to support the view that in- 
come redistribution via progressive taxa- 
tion may not stimulate consumption to 
any appreciable extent (if at all). First, 
it would take an extremely large degree 
of progression to accomplish any signifi- 
cant redistribution. That there is apt to 
be little difference between the marginal 
propensities to consume of high and low 
income groups is very important. Per- 
haps even more significant, budget data 
are likely to obscure the effects of redis- 
tribution which must take place over a 
period of time, and during which time 
interrelated consumer spending patterns 
are likely to change. Furthermore, the 
important distinction between perma- 
nent and transitory components of in- 
come and consumption is obscured by 
budget data. 

What once appeared to offer the firm- 
est support for progressive taxation now 
appears considerably weakened and quite 
inadequate. To no small degree the 
change in economic conditions is respon- 
sible. While our attack has been di- 
rected principally against the line of 
causation in the “high consumption 
level” argument, it should be men- 
tioned that it has now become quite un- 








settling to argue in these terms in view 
of our present concern with inflation 
and economic growth rather than with 
“depression” economics. Few adher- 
ents of progression appear to be ready to 
make the big leap consistency requires if 
one is really justifying progression solely 
in terms of its stimulating effect on con- 
sumer spending. On the other hand, 
those who have felt uneasy about a sup- 
posed conflict between the goals of more 
capital formation and more “ distribu- 
tional equity,” may have less reason to 
be troubled by progression. 

We are not purporting to argue 
against either progressive taxation of in- 
come redistribution, but only to point 


out in some detail that what once ap- 
peared to be the most sophisticated argu- 
ment for progressive taxation is, per- 
haps, not very much more “ sturdy ” 
than its predecessors. In the final anal- 
ysis, however “ uneasy ” may be the case 
for progression in terms of specific argu- 
ments investigated singularly, a more 
pragmatic approach which considers the 
effects of progression on the attainment 
of various desirable social goals—and 
not only economic goals — might yield 
the answer to reasonable men that some 
degree of progression is best under the 
given circumstances of a given society in 
a given period. Nothing more is really 
needed. 








On a level apart from sociological 
complications are the findings of cross- 
section data that individuals with fluc- 
tuating incomes have higher average and 
marginal propensities to save than do 
those with stable incomes. Such a phe- 
nomenon is capable of various interpre- 
tations. M. Reid suggests that cross- 
section data that classifies families by the 
income of one year really classifies them 
by incomes that are not typical (forth- 
coming over any extended period of 
time).** Some families are very low 
(high) on the scale in contrast to their 
previous position and their expected 
position. Thus, any dissavings that oc- 
cur during a particular year at the low 
incomes are in considerable part caused 
by the fact that families are below their 
usual position. Likewise, high savings 
often accrue to those who experience 
unexpectedly high incomes. She sug- 
gests that, if we could measure and then 
classify families by the permanent com- 
ponent of their incomes, we would prob- 
ably discover that the same percentage 
of income is saved at all economic levels. 
With a change in income for a particu- 
lar spending unit, there might be some 
lag in families increasing their expendi- 
tures so as to maintain a constant sav- 


84M. Reid, “ Savings by Family Units in Consecu- 
tive Periods,” in Heller, op. cit., pp. 218-220. 
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ings ratio, but this would be partly due 
to their not accepting the increased in- 
come as a real change in the permanent 
component. 

Friedman has developed an elaborate 
theory of the consumption function on 
much the same basis—a difference be- 
tween permanent and transitory com- 
ponents.** Friedman’s hypothesis can 
be summarized in three fundamental 
equations: 


C, = k(i,u,w) Yp 
Y=Y,+ Ye 
Cc = Cy +Ce 


(where subscripts p and t stand for per- 
manent and transitory components, i is 
the rate of interest, w is the ratio of 
nonhuman wealth to income, and u rep- 
resents a host of factors affecting the 
consumer unit’s taste for current con- 
sumption versus accumulation of assets, 
and including the degree of uncertainty 
attached to the receipt of income). 

The ratio of permanent consumption 
to permanent income (k) is independent 
of the size of permanent income, but de- 
pends upon i, u, and w—about which 
Friedman has little to say (in this par- 
ticular book). To the extent these three 
factors “cancel out” over time, there 
will be a constant secular savings ratio. 


35 Friedman, op. cit. 





CENSUS OF GOVERNMENTS — FOOTNOTES 
ON A SHOEHORN * 


ALEK A. 


6 bas foreign student who pondered 
upon the 1957 Census of Govern- 
ments in a letter published in the June 
1959 issue of the National Tax Journal 
may be interested in a few footnotes to 
that letter. In his communication the 
foreign correspondent apologizes, un- 
necessarily, for his simple analytical tools 
explaining that he travels light and has 
no resources for a more elaborate statis- 
tical analysis. The foreign scholar pre- 
sumably comes from a tropical clime 
and, as likely as not, wears sandals. 
However, the oxford-shod Western stu- 
dent may be excused if he were to in- 
clude a shoehorn in his wardrobe. 

He will certainly need a shoehorn if 
he is interested in fitting the 1942 Census 
data to analytical purposes. The figures 
for 1942 are not quite comparable with 
the 1957 Census statistics, and yet they 
are the latest expenditure figures avail- 
able of a scope and comprehensiveness 
approaching those of the present Census 
of Governments. 

Armed with the shoehorn we propose 
to append a few footnotes that deal with 
state and local expenditures in the inter- 
censal period, 1942-1957. 


The 1942 Census of Governments 


In spite of severe wartime shortages 
of manpower and inadequate funds pro- 


* The author is Associate Professor of Economics 
at Saint Louis University. He wishes to thank the 
Inter-University Committee for Economic Research 
on the South for a grant that made possible the study 
of which this paper is a by-product. 


ROZENTAL 


vided by Congress, the 1942 Census of 
Governments coverage of expenditure 
data was more comprehensive than in 
any preceding compilation. Neverthe- 
less, the geographical area detail of the 
1942 Census was limited, and data for a 
substantial number of non-reporting 
local governments were necessarily esti- 
mated.’ 

The information contained in the 
original Census compilation ? was subse- 
quently revised,® but the revised sum- 
mary gave detailed functional break- 
downs of expenditures, state by state, 
only for current operations. In order to 
make the 1942 expenditure data even 
roughly comparable with those of the 
1957 Census, the figures for capital out- 
lays and interest have to be combined 
with the revised figures for operations. 
This yields some awkward results. How- 
ever, so long as undue emphasis is not 
attached to the absolute figures for each 
state, they are useful for analyzing the 
changes in state and local expenditures 
in the intercensal period.* Even so, it is 


1Cf. U. S. Department of Commerce, Bureau of 
the Census, Historical Statistics on State and Local 
Government Finances, 1902-1953, Washington, 1955, 
p. 2. 


2 Bureau of the Census, Governmental Finances in 
the United States, 1942, Washington, 1945. 


8 Bureau of the Census, Revised Summary of State 
and Local Government Finances in 1942, Washington, 
1948. 


4 The following compares the information in the 
Revised Summary, op. cit. with the data given in 
Bureau of the Census, Historical Summary of Govern- 
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advisable to refrain from including the 
blanket category “other expenditure ” 
from the analysis of the changes in 
functional distribution of expenditures, 
by states, in the period 1942-1957." 


Interstate Differences in Expenditures, 
1942 and 1957 


Students of state and local finances 
are struck by the wide range of per 
capita expenditures among the states. 
These differences in expenditures apply 
to the totals as well as to specific func- 
tions. Less well documented, perhaps, 
is the fact that interstate differences in 
expenditures tend to diminish over time. 
This was brought out in the pioneering 
study by Solomon Fabricant® and is 
furthér substantiated by the analysis of 
the 1957 Census data. 

Total direct expenditures in 1942 
ranged from $24 per capita in Arkansas 
to $136 in Nevada. In 1957, Nevada, 


still at the top, spent $368 per capita, 
and Arkansas, still at the bottom, spent 





mental Finances in the United States, Washington, 
1959. 

Revised 
Summary 
(millions) 

$7,216 

1,016 

706 516 
$9,240 $8,748 
About half of the difference ($236 million) is ac- 
counted for by exclusion from the 1942 figures of 
“housing and community development ” outlays and 
the rest by other statistical and conceptual discrep- 
ancies. 


Historical 
Summary 
(millions) 


$7,057 
1,477 


All States 


Current operation 

Capital outlay 

Interest on debt 

Total direct expenditures... 


5 The efforts of the author to make the 1942 data 
comparable with the 1957 figures have now been 
superseded by U.S. Bureau of the Census: State and 
Local Government Finances in 1942 and 1957 (G-SS- 
No. 43), Washington, D. C., December, 1959. These 
figures were published too late to be considered here 
but a spot check suggests that their inclusion would 
not materially affect the findings of this paper. 


6S. Fabricant, The Trend of Government Activity 
in the United States Since 1900, New York, 1952, 
especially pp. 112 and ff. 
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$148 per capita. But the degree of dis- 
persion among the 48 states (excluding 
District of Columbia) decreased for 
most of the functions performed by 
state and local governments.’ 
These coefficients (semi-interquartile dif- 
ference expressed as a percentage of the 
median) decreased in every category, 
except education and interest, where the 
increases were slight.® 

This tendency can be measured by 
comparing the coefficients of variation 
in 1942 with those in 1957 (Table I). 


TABLE I 


CoEFFICIENTS OF VARIATION oF STATE AND LOcAL 
EXpenpbiTures Per Carita, sy Function, 
1942 anp 1957 * 








Coefficients 


Function of Variation 





1942 
Total Direct Expenditures .... 
Education 


Health & Hospitals 
Police 

Fire Portection 
Sanitation 

General Control 
Interest 





* Coefficient of variation is the semi-inter- 
quartile range expr as a proportion of the 
median. 

Sources: U.S. Department of Commerce, Bu- 
reau of the Census, Governmental Finances in 
the United States, 1942, Washington, 1945; Re- 
vised Summary of State and Local Government 
Finances in 1942, Washington, 1948; State and 
Local Government Finances in 1967, Advance 
Release No. 8, Washington, 1959. 


In both 1942 and 1957 states differed 
among themselves most pronouncedly in 
expenditures on police, fire protection 


T The necessity to combine expenditures of all local 
units of governments is apparent when it is recalled 
that state expenditures as per cent of total state and 
local expenditures vary widely from state to state. 


8 In the Fabricant study coefficients of variation for 
1903 were compared with those for 1942 (operating 
expenditures only). A decrease was noted for every 
function, without exception. Op. cit., p. 114. 
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and sanitation. These are functions that 
are performed predominantly by local 
government units. The dispersion in 
both years was less pronounced with re- 
spect to education, highways, public 
welfare, health and hospitals where it is 
the state government that typically as- 
sumes the main responsibility. 

It must be borne in mind that coeff- 
cients of variation measure the degree of 
difference among states. Absolute dif- 
ferences in the actual amounts spent do 
not necessarily parallel the decline of the 
interstate differences in relation to the 
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ferences is also expressed as a percentage 
change and is compared with the coeffi- 
cients of variation for the ratio of 1957 
to 1942 expenditures. These ratios are 
obtained by dividing the 1957 expendi- 
tures by the 1942 expenditures by func- 
tions and by states. Thus the ratios 
provide a crude measure of the uneven 
rate of growth of the various functions. 
The higher figure for public welfare (52 
per cent) than for education (13 per 
cent), for example, suggests how much 
more pronounced the levelling-out proc- 
ess has been in the public welfare area. 


TABLE II 


Strate AND Loca Per Capita EXPENDITURES BY FUNCTION, 1942 AND 1957. ABSOLUTE INTERQUARTILE 
DIFFERENCES AND COEFFICIENTS OF VARIATION IN THE RATIO or 1957 To 1942 ExpENDITURES 








Percentage 





: Absolute . : Absolute M sponte a or prone 
: nterquartile nterquartile ecrease (—) in A 
Function Difference Difference absolute inter- — 
1957 (in dollars) 1942 (in dollars) quartile ( t) 
differences pe oe 

Reel TOO o.oo. ccc aces 64.63 54.10 +19.5 14.7 
css ooh heh can 24.97 13.72 +820 128 
ee, SCCPOOP ET TERT 19.48 14.07 +38.5 13.0 
Public Welfare ............ 4.40 12.27 -64.1 54.4 
Health & Hospitals ........ 5.53 5.10 + 84 23.6 
a oer rey eer 2.94 3.52 -165 16.1 
Fire Protection 2.21 2.55 -133 15.0 
Ee eee 3.68 2.00 +840 33.7 
General Control 3.16 444 — 28.2 9.4 
eS ET eT Te 2.87 3.95 - 273 36.2 








*Interquartile differences are in constant 1954 prices obtained by dividing current expendi- 
tures by the implicit state and local government expenditures deflators as given in the US. De- 
partment of Commerce, National Income and Output, Washington, 1959, pp. 221. 


Source: See Table I 


average (median) value. Table II shows 
that between 1942 and 1957, absolute 
differences increased for education, high- 
ways, health, hospitals and sanitation, 
but decreased for the other five func- 
tions.® 

In Table II the change in absolute dif- 


9 Between 1903 and 1942 only general control and 
school expenditures show a decline in the absolute dif- 
ference. Fabricant, op. ci?., p. 121. 


Interstate Similarities in Functional 
Distribution of Expenditures 


While the disparity in the level of ex- 
penditures among states is striking in 
spite of the relative decline over time, 
sight should not be lost of the fact that 
all states follow a pattern of expendi- 
tures that has much in common. One 
indication of this similarity may be 
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gleaned from Table Ili which shows that 
the relative ranking of the median values 
is representative of the entire distribu- 
tion. That is, in the intercensal period, 
states increased their expenditures most 
on broadly the same functions and in- 
creased them /east on other functions 
common to all 48 states. Thus, most 
states increased their expenditures on 
sanitation, education, health and hos- 
pitals much faster than those on interest 
and general control. This is shown in 


TABLE III 


State AND Loca ExPenpiTurEs Per Capita IN 
Constant Prices Ratios or 1957 to 1942 
BY FUNCTION 


(Ordered according to median values) 


CENSUS OF GOVERNMENTS 








3rd 
Median * Quartile 
Value 


Ist 
Quartile 
Val 





3.84 
2.25 
2.47 
2.02 
1.62 
1.57 
1.71 

96 

98 


Sanitation 

Education 

Health & Hospitals 161 
Highways 1.55 
Police 

Fire Protection ... 
Public Welfare ... 
General Control .. 
Interest 


MEU sl tet ott 
BRSRENVEs 





* Median values are the mid-points of an ar- 
ray of per capita expenditures of the 48 states 
in 1957, divided by those in 1942. They are 
not the ratio of median expenditures in 1957 to 
the median expenditures for 1942. This holds 
for quartile values as well. 

Source: See Table I. 


greater detail in Table IV. In that 
table the ratios of 1957 to 1942 expendi- 
tures for each state are ranked according 
to function. For example, in the case of 
Alabama, the greatest growth in state 
and local expenditures between 1942 
and 1957 occurred in public welfare, the 
least in interest. The growth of educa- 
tion expenditures in Alabama ranked 
fourth among the nine functions con- 
sidered. 
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It may be of interest to note the pat- 
tern of change in the expenditures on 
public welfare. This is the function 
where, by 1957, the degree of disparity 
among states, as measured by the coeffi- 
cient of variation, was the smallest. 
Similarly, the percentage decrease in the 
absolute interquartile difference was, 
from 1942 to 1957, the greatest in the 
case of public welfare. It is again pub- 
lic welfare that, in‘'Table V, shows the 
most marked deviations from the pre- 
dominant pattern of functional distri- 
bution of expenditures over time. While 
the average rank, for the 48 states, puts 
public welfare in seventh place among 
the nine functions considered, eight 
states show the expenditures on public 
welfare among the first three functions 
in order of growth within the intercen- 
sal period. 

The information presented in the 
tables above raises a number of challeng- 
ing questions. Why did the disparity 
among states increase for education and 
interest even though it decreased for 
every other function? Why do absolute 
differences increase for some functions 
and decrease for others? What accounts 
for the differential pattern of growth in 
the functional distribution of expendi- 
tures? The answers to these questions 
will not even be attempted here. The 
foreign student will have to do some 
more serious pondering and hope that 
other studies will throw some light on 
these matters. 


Relation of Expenditures 
to Personal Incomes 


Everyone who has ever worked with 
state and local financial statistics has in- 
variably pointed out the relationship 
that exists between personal per capita 
income and per capita expenditures. 
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TABLE 4 


CHANGES IN FUNCTIONAL DIsTRIBUTION IN STATE AND LocaAL EXPENDITURES, 
Per Capita, 1942-1957, sy Stares AND BY RANK or Ratio 








Educa- High- Public Hithé& : . Sani- Gen’  Inter- 
tion way Welfare Hosp. Police Fire tation Control est 








Alabama ........... 4 3 1 8 6 5 2 7 9 
AFIGORE 6.0 cccccccce 2 4 8 3 5 6 1 7 9 
Arkansas ........... 5 3 2 4 7 6 1 8 9 
California .......... 2 4 3 5 7 6 1 8 9 
Colorado ........... 1 3 7 5 4 6 2 8 9 
Connecticut ........ 3 1 Ss 4 7 6 2 9 5 
Delaware .......... 1 2 5 6 7 9 4 8 3 
ee eer 3 4 5 2 6 7 1 8 9 
SE 3 5 2 1 6 7 4 8 9 
SR 3 6 8 1 5 4 2 7 9 
DN, ists wiseedee 4 1 9 2 5 6 3 8 7 
ES ern 6 8 9 2 4 5 1 7 3 
a iia spike 2 3 7 6 4 5 1 8 9 
Se err eee re 4 3 9 2 5 7 1 8 6 
Kentucky .......... 3 6 4 2 5 7 1 9 8 
Louisiana .......... 2 4 1 5 7 6 3 8 9 
BED ck Velwecxeas’s 2 5 9 3 6 4 1 8 7 
Maryland .......... 1 2 9 3 5 6 4 8 7 
Massachusetts ...... 4 1 8 3 7 6 5 9 2 
Michigan .......... 1 3 8 4 5 6 2 7 9 
Minnesota ......... 3 4 9 1 6 5 2 7 8 
Mississippi ......... 4 6 1 2 3 7 5 8 9 
Missouri ........... 3 2 6 4 7 5 1 8 9 
Montana ........... 2 4 9 3 5 6 1 8 7 
Nebraska .......... 3 4 9 1 5 6 2 8 7 
PROVOGGR Siicdsecctecs 5 8 9 4 6 2 1 7 3 
New Hampshire .... 3 4 9 2 6 7 1 8 5 
New Jersey ........ 3 2 7 5 4 6 1 8 9 
New Mexico ....... 5 7 6 3 4 2 8 9 
New York ......... 2 1 9 3 5 6 4 7 8 
North Carolina ..... 3 4 5 2 6 7 1 8 9 
North Dakota ...... 6 4 8 3 7 2 1 5 9 
ee eee 2 4 3 9 5 6 1 7 8 
Oklahoma .......... 4 2 6 3 7 5 1 9 8 
SE sSih's ceva swe 2 4 8 3 5 7 1 5 9 
Pennsylvania ....... 3 4 9 2 5 6 1 7 8 
Rhode Island ...... 3 1 4 2 7 6 5 8 9 
South Carolina ..... 2 8 3 4 5 6 1 7 9 
’ South Dakota ...... 3 1 8 6 4 5 2 7 9 
Tennessee .......... 2 4 5 3 6 7 1 8 9 
» Se RE Ae 3 5 6 2 4 7 1 8 9 
TENG 5 £x4 0 d35 0 ines 2 4 9 3 6 5 1 7 8 
NS errr 1 4 6 3 2 5 7 8 9 
. . ae 2 4 7 3 5 6 1 9 8 
Washington ........ 4 3 9 1 5 6 2 8 y 
West Virginia ...... 2 8 7 4 5 3 1 9 6 
Wisconsin .......... 4 5 9 3 2 6 1 7 8 
Wyoming .......... 3 4 7 2 6 5 1 8 9 
Average Rank ...... 2.9 3.9 66 33 54 5.7 19 7.7 78 


Source: See Table I. 
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Indeed the June letter to the Journal de- 
votes much space to the tracing of this 
relationship. In Table V this relation- 
ship is measured by the Spearman rank 
correlation coefficients.*° 

The correlation between personal in- 
come and expenditures is measured in 
1942, 1957 and the ratio of 1957 to 
1942 expenditures. Noteworthy is the 
fact that with the single exception of in- 
terest, the relationship of personal in- 
come to expenditure functions is less 
striking in 1957 than in 1942. In the 
case of interest expenditures, the corre- 
lation coefficients in 1942 and in the 
ratio of 1957 to 1942 are negative, even 
though the coefficient in 1957 is positive. 
But even in 1942 the correlation of per- 
sonal income and expenditure is not per- 
fect, suggesting, of course, the existence 
of other factors that determine the level 
of state and local expenditures. 

Again, this paper does not attempt to 
relate state and local expenditures to 
variables other than personal income. 
It says nothing about the possibility that 
per capita personal income may itself be 
influenced, to some extent at least, by the 
rate and the level of expenditures. Nor 
does it comment on the behavior of in- 


10 The rank correlation coefficient is calculated 
from the formula R = 1 oy < where d measures 
the difference between the rank of the state with re- 
spect to personal income and its rank with respect to 
an expenditure category. N is 48, the number of 
states ranked. 
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terest expenditures over time and the 
change in sign of its correlation coeff- 
cient between 1942 and 1957. 

The shoehorn is a woefully inadequate 
tool with which to approach these com- 
plex tasks. The foreign student must 
wait until such time as his country is 
able to import an electronic computer. 


TABLE V 


Reiation Berween Per Capita Persona In- 
COME AND Per Capita State AnD Loca, 
EXPENDITURES, BY FUNCTION, IN 1942, 
1957 anp Ratio or 1957 To 1942 








Ratio of 
1957 to 
1942 *#* 


Function 1942* 1957 ** 





Spearman’s Rank 
Correlation Coefficients 





Total Direct 
Expenditures 
Education 
Highways 
Public Welfare j j 
Health and Hospitals = 70 


Ske 


Police 386 
Fire Protection 79 
Sanitation : . 
General Control .... . 59 
Interest s 61 


& 
SREBBRBERE 





* Personal Income in 1938-42 correlated with 
state and local expenditures in 1942. 

** Personal Income in 1954-57 correlated with 
state and local expenditures in 1957. 

*** Ratio of Personal Income in 1954-57 over 
personal income in 1939-42 correlated with the 
ratio of state and local expenditures in 1957 
over state and local expenditures in 1942. 

Source: Expenditure data from sources cited 
in Table I. Personal income data from U. 8. 
Department of Commerce, Personal Income by 
States Since 1929, Washington, 1956 and Survey 
of Current Business, August, 1958. 





COMPARING TAXES IN A COMMON MARKET: 
COMMENT 


JOHN D. STRASMA * 


OMPARISONS of tax costs for ex- 
isting domestic firms are essential 
bases for “ harmonization ” measures in 
new comon markets, and John Moss has 
made a worthy contribution with his re- 
cent analysis.’ I hope he will follow this 
effort with a study of the comparative 
tax and subsidy position of new foreign 
branches of firms owned and managed 
from other countries, both outside the 
European Economic Community and in 
other member nations. The treatment 
of such outside investments may be at 
least as important as comparative taxa- 
tion of domestic firms to the success of 
an economic union, especially in the 
case of areas less heavily industrialized 
now than is the EEC. An example 
might be the proposed free trade zone 
uniting the “ Southern Seven ” nations 
of Latin America. In this area there is 
some fear that one or more governments 
will offer substantial tax and subsidy in- 
ducements in an effort to attract to 
their soil all of the new plants that will 
be erected by foreign interests specifi- 
cally to sell in the new, protected mar- 
ket to be created. Some type of “ fair 
practices” code, specifying the extent 
of such competition permissible, would 
seem to be an essential part of treaty ar- 


* The author is visiting professor at the Escuela de 
Estudios Econémicos Latinoamericanos Para Gradu- 
ados, University of Chile, Santiago. 


1 John Moss, “ Tax Burdens in Common Market 
Countries,” National Tax Journal, Vol. XII, Sept. 
1959, pp. 216-231. 


rangements for a common market, and 
an accurate comparison of present prac- 
tices is an essential starting point. 

When the work is extended, however, 
I hope it will be possible to set up hypo- 
thetical firms more nearly typical than 
those used in the first article. I am par- 
ticularly concerned about an unfortu- 
nate assumption, to whose bias Moss 
himself calls our attention, which casts 
considerable doubt on his findings as to 
comparative tax costs in the European 
Economic Community. Moss writes 
that his assumed $2,000 annual wage 
average per employee is “ probably high 
by at least twenty per cent for most 
EEC couatries....”? He excuses this 
discrepancy by saying that his hypo- 
thetical firms, by paying such good 
wages, witl enjoy good public and labor 
relations, and yet they could cut wages 
if required by their competition.* Since 
our concern is the influence of taxation 
in an increasingly competitive economic 
union, it would seem more reasonable to 
assume realistic average wages in the 
first place, saying that firms not facing 
much competition could pay more than 
the average if they desired, thus gaining 
in the public esteem, etc. 

Let us interpret Moss’ estimate that 


2Moss, p. 223. He adds that no recent wage 
studies are available. 
3 Moss, p. 223. It appears that this figure was 


chosen simply to make all major items round num- 
bers—$2,000,000 assets, $2,000 annual wages for 200 
workers, etc., were his assumptions. 
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the wage is 20 per cent too high as mean- 
ing that $2,000 is 120 per cent of the 
true annual wage average. The correct 
assumption should then be $1667 per 
worker per year, and the payroll for each 
firm would be $333,000 per year in- 
stead of $400,000, a $67,000 difference. 

Payroll taxes paid by employers vary 
greatly among the six member nations 
of the EEC, from 1.2 per cent in Lux- 
embourg to 50 per cent in France and 
Italy. By multiplying the $67,000 
payroll difference by the respective rates, 
we find that the hypothetical firms 
would pay less taxes, by $804 in Lux- 
embourg, $5,360 in Germany, $13,400 
in the Netherlands, $23,450 in Belgium, 
and $33,500 in France and in Italy. 
The analysis of the position of an indi- 
vidual worker in the six nations should 
also be corrected.° 

To be sure, Moss nowhere calls his 
hypothetical firms “ typical.” He con- 
cedes that they are based on large, pub- 
licly-held firms, many of which are lo- 
cated in the USA or in other nations 
outside the EEC.* Other tax problems 
which it was not possible to consider in 
his article make any quantitative esti- 
mates of tax differentials dubious at 
best. However, his assumption of un- 
usually high payrolls for these firms af- 
fects his findings, and the correction of 
this bias reduces considerably the tax 
differences he finds. 


4 Others are Germany, 8 per cent; Netherlands, 20 
per cent; Belgium, 35 per cent. Moss, p. 224; his 
principal source is the Federation of British Industries, 
Taxation in the Proposed European Free Trade Area, 
2d ed., 1958. The 50 per cent reported for France is 
not consistent with the detailed description of French 
taxes given by Moss on p. 228, where it appears that 
the maximum rate is 44 per cent. 


5 Moss, pp. 224-225. 
6 Moss, p. 222. 
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Moss suggests that from a tax point 
of view, Luxembourg is probably an at- 
tractive location, Germany and the Bene- 
lux nations less so, and Italy and espe- 
cially France very unattractive com- 
paratively as industrial locations.’ For 
his Corporation A, for example, the per 
cent of profits available for reserves (be- 
fore accounting for turnover tax) was 
shown as 52.4 per cent in Luxembourg, 
38.4 and 39.8 per cent respectively in 
the Netherlands and Belgium, 30.6 per 
cent in Germany, and 27.6 per cent in 
Italy and 23.6 per cent in France.® 

France and Italy, which have rela- 
tively high total taxes, have very high 
payroll tax rates. The total taxes calcu- 
lated by Moss for these nations are high 
by about $33,500 as a result of the pay- 
roll assumption, less an allowance for 
the fact that payroll taxes are deductible 
in calculating some income taxes. If this 
sum is restored to profits for locations in 
France and Italy, these locations may 
become as attractive as Germany, where 
the error was only $5,360 because pay- 
roll tax rates are lower. Likewise, Bel- 
gium and the Netherlands approach 
Luxembourg in tax attractiveness. The 
result seems to be a rather clear distinc- 
tion between the Benelux nations as rel- 
atively low-tax sites, and France, Ger- 
many and Italy as relatively high-tax 
sites, without important differences 
within each trio. If the assumed aver- 
age wage were cut further, France and 
Italy would improve to the point that 
Germany would be the least attractive 
location from a tax viewpoint. This 
somewhat surprising conclusion indi- 
cates the importance of accurate pay- 
roll assumptions in tax comparisons. 


7 Moss, p. 230. 
8 Moss, p. 231. 








REPLY 


JOHN Moss * 


A GOOD part of my article was de- 
voted to outlining the limits of 
accuracy intended in my tables of com- 
pared tax burdens and to expressing the 
hope that further refining would be done 
by others.’ Indeed, as M. de Moffarts ? 
has noticed,® the per-worker shares of 
employers’ social contributions tabled on 
page 229 work out to fractions of the 
payroll which differ somewhat from the 
estimates given on page 224. Such dis- 
crepancies reflect differences in approach 
or in detail of their credited sources, and 
are presented as controls on each other 
for the benefit of the reader.* 
However, the selection of a mean 
wage figure 20 per cent higher than pre- 
vailing Western European levels was 
dictated by more positive considerations 
than a passive surrender to the inevita- 
ble occurrence of some inaccuracy or a 
desire to achieve rounded figures (which 
could as easily have been accomplished 
by taking the mean at $1500 or at 
$1700, assuming with Professor Strasma 
that $1667 would be a fair approxima- 
tion of the actual levels). Rather, my 
choice was the result of having to sacri- 


* The author is a Member of the Massachusetts 
Bar, practicing with the Boston firm of Porter, Chit- 
tick & Russell. 

1 Moss, “Tax Burdens in Common Market Coun- 
tries,” National Tax Journal, Vol. XII, No. 3, Sep- 
tember, 1959, pp. 216, 219-226, 229-231 


2 Assistant in Fiscal Law, Universite de Liége. 
3 Letter from Moffarts to me, December 3, 1959. 


41 hope I may call attention to two misprints in 
my article, both in Table II on Page 229. The 
“Italy” column should read “None” instead of 
“Abs” in the row labelled “ Dividend Tax;” and 
footnote 1 to the Table should read “ consumers ” 
instead of “ customers.” 


tax burdens themselves. 


fice reality in one statistic in order to 
achieve it in the one with which the 
article was principally concerned: the 
This sacrifice 
was in turn required by my necessary 
oversimplification of the personnel 
structures of the model firms, and is the 
kind of flaw which only the detailed 
analyses I hope will be undertaken can 
circumvent. 

First, the distribution of taxable com- 
pensation with respect to amount re- 
ceived per man is a curve which, for 
reasons of progressivity in the tax sys- 
tems, is shifted toward considerably 
higher regions of income than would 
characterize a curve showing the: fre- 
quency of occurrence of all salaries and 
wages. Second, for the same reason, the 
mean tax on taxable incomes would be 
higher than a mode or median tax. 
Third, the model firms will, in the com- 
petitive economic union we both en- 
visage, be well placed, not merely for 
good public and labor relations or po- 
tential wage-cutting, but for retaining 
and attracting scarce skilled workers, 
whose shortage has been a well-known 
long-term problem of recent Western 
European business. Finally, the tax bur- 
dens calculated will be less in need of 
modification than would otherwise be 
the case, if a country such as the United 
States, with high monetary wage scales 
relative to those of the EEC countries, 
should become part of the union, in ful- 
fillment of the urgings of its leaders.° 


5 Statement of the Hon. Douglas Dillon, Under 
Secretary of State, January 16, 1960, in Department 
of State Press Release No. 22 (1960). 
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toward an expanded and strengthened 
reorganization of OEEC members and 
associates,° and in response to the fears 
of many observers that the Common 
Market as presently organized will lead 
to a permanent European split. 

Some light, history, and cross-refer- 
encing on the problem of the actual 
distribution of real wages, before and 
after taxes, among Common Market 
countries will be found in International 
Labour Office, Studies and Reports, 
New Series, No. 45: International Com- 
parisons of Real Wages—A Study of 
Methods, passim (1956), and in No. 52 
of the same Series, Labor Costs in Euro- 
pean Industry, passim (1959). An early 
study which I have recently found of 
interest on the general subject of com- 
parative tax systems is House of Repre- 
sentatives Executive Document 400, 
50th Congress, First Sessiorg: U. S. De- 
partment of State, Reports on Taxation 


(in eighteen countries) (1888). 
During the past year, a wealth of ref- 
erences on the Common Market, includ- 
ing economic data, general descriptive 
materials, and articles on harmonization 
and on tax problems, has become avail- 
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able, as a cursory examination of pro- 
fessional journals and of document in- 
dices (e.g., United Nations, Documents 
Index, ST/LIB/Ser. E/monthly) will 
show. Research programs have been in- 
stituted from The Netherlands to Michi- 
gan, and figures closely related to the 
complex reality should soon become pos- 
sible.’ Meanwhile, it will be illuminat- 
ing to watch the experiences of the 
Latin American Common Market which 
Professor Strasma, it is hoped, will pre- 
sent to us as a result of his current work 
in Chile. 


6 However, the newly drawn charter of the pro- 
posed Organization for Economic Cooperation and 
Development, suggested in January by Mr. Dillon has 
been facing considerable opposition from members of 
the Stockhold (Outer Seven) Treaty group on the 
ground that its emphasis on « action for At- 
lantic economic growth and prosperity, rather than 
on trade problems, is impractical. New York Times, 
May 8, 1960, Sec. 1, p. 8, cols. 1-2 (city ed.). 


7 The interested reader will find the details of the 
country-by-country tax calculations, with references 
to the national laws, which limitations of space pre- 
vented including in op. cit. m. 1, supra, in Moss, 
An Introductory Survey of Present Differences in 
Tax Burden on Companies of the Member States of 
the European Economic Community and of Resulting 
Implications for “‘ Harmonization” of the Six Fiscal 
Systems, 16-36 (1959), an unpublished manuscript 
in Langdell Library, Harvard Law School. 








BOOK NOTES 





California Local Finance, by John A. Vieg, 
Hubert C. Armstrong, Frank Farner, 
Gerhard N. Rostvold, John P. Shelton, 
Procter Thomson, Stanford University 
Press, Stanford, California, 1960. Pp. 
417. $7.50 
In recent years local governments through- 

out the country have had to face the prob- 
lems of expanding budgets brought on by 
inflation, population growth, and a growing 
demand for more and better community 
services. These problems, however, like so 
many other things, seem to have reached 
their grandest proportions in California, and 
hence out-of-state scholars and vexed ad- 
ministrators will take more than cursory in- 
terest in this volume. California’s problems 
are discussed with insight and care, both 
from the point of view of efficient expendi- 
ture administration and revenue raising au- 
thority. While the main emphasis of the 
book is on the problems of local finance; 
considerable attention is also given to state 
aid, shared revenues, and other aspects of 
state finance which affect local government 
finance. 

To indicate the scope of the book, it is di- 
vided into six sections, each written by a 
different author: Part I, “The Impending 
Crises: Myth or Reality?” Procter Thom- 
son; Part II, “Local Expenditures: Trends 
and Controls,” John P. Shelton; Part III, 
“Toward a More Equitable Revenue Sys- 
tem,” Gerhard N. Rostvold; Part IV, 
** Measurement of Local Indebtedness,” John 
A. Vieg; Part V, “Financial Support for 
Public Education,” Hubert C. Armstrong; 
and Part VI, ‘“ Trends and Conclusions,” 
John A. Vieg. The authors are all colleagues 
on the faculties of the Associated Colleges 
at Claremont, California. The work was 
largely financed by a grant from the Haynes 
Foundation. 


Wisconsin’s State and Local Tax Burden, 
University of Wisconsin Tax Study Com- 
mittee, September 1959. Pp. 152. 

This report, written in response to a re- 
quest from the Governor, presents a careful 
study of the impact and incidence of Wis- 
consin’s tax structure. Highlights of the 


committee’s conclusions on these two issues, 
respectively, are: a) that Wisconsin’s im- 
mediate taxes on manufacturing are higher 
than in any of its six surrounding states, 
that they are much in line for farming, and 
set the median value for utilities and “ other 
business; ” b) that Wisconsin’s tax struc- 
ture tends to be regressive in the lower in- 
come range, fairly proportional for the mid- 
dle income groups, and progressive in the 
upper range. Needless to say, conclusions 
of this kind need to be qualified and analyzed 
in detail (for shifting assumptions, etc.) to 
be fully understood, and the text is excel- 
lent in this respect. 

Additional sections of the study deal with 
some special revenue raising problems: the 
income tax-sales tax argument; Wisconsin’s 
property tax; and a miscellaneous collection 
of possible changes in existing statutes or 
new levies. No policy recommendations are 
drawn from these discussions, the purpose 
being to provide a body of basic informa- 
tion for use by appropriate policymakers. 

Professors Harold M. Groves and W. 
Donald Knight were co-chairmen of the 
committee; other members were Clara Pen- 
niman, Robert J. Lampman, and William F. 
Hellmuth. 


Comparative State and Local Government 
General Expenditure for State Institutions 
of Higher Education, by James W. Mar- 
tin and Dolores S. Cheek, Bureau of Busi- 
ness Research, University of Kentucky, 
1960. 

In this volume Professor Martin and Mrs. 
Cheek have taken stock of the status of 
higher education in Kentucky. The results 
on various measures of comparative support 
generally rank Kentucky below the mean 
and median of all states and far below these 
averages for the more directly comparable 
states (excluding New England and Middle 
Atlantic states). This conclusion, it is 
pointed out, holds particular significance in 
view of the fact that Kentucky over the 
years 1932-1957 continually maintained a 
policy of imposing less than the average 
state and local taxes per $1000 of personal 
income. 
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From the President 


The meeting of the Executive Committee which consumed the entire day 
of June 15, in Minneapolis, was notable in its accomplishments as well as in its 
attendance. Sixteen busy men from all parts of the United States freely gave 
of their talents and experience toward the betterment and the progress of the 
National Tax Association. Present at the meeting were all of the officers and a 
majority of the members of the Committee. 

Among the matters discussed and acted upon were: 


The Treasurer’s report. 

The Association’s study committees and their work. 

The Program of the coming New York Conference. 

The preparations being made for the New York Conference by the Local 
Arrangements Committee. 

Proposed amendments to the By-Laws affecting nominations and elections. 


Elaborate plans already in process for the Seattle Conference to be held 
in 1961. 


The time and place of the Conference to be held in Miami Beach in 1962. 
Ways for increasing not only the number, but the interest of the mem- 
bership. 


The future welfare of the organization. 


The meeting was held contemporaneously with the annual meeting of the 
National Association of Tax Administrators, and several members of the N.T.A. 
Executive Committee were program participants at the N.A.T.A. meetings, and 
by way of current news, Ernest H. Johnson, State Tax Assessor of Maine, com- 
pleted a successful year as President of N.A.T.A., and was succeeded by William 
S. Schumacher, Chairman of the State Tax Commission of the State of Wash- 
ington. Both are valued and active members of the National Tax Association. 
Charles F. Conlon, as usual, did his customary excellent job in his ubiquitous 
manner. 
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In concluding these notes, I would like to state that it is my fervent hope 
the Conference, which will open at the Statler Hilton Hotel in New York City 
on Labor Day afternoon with a reception for all, will be the largest and greatest 


in the Association’s history. 
Water W. WALSH 


President 


From the Executive Director 


President Walsh has epitomized his administration and referred to some of 
the many important activities which he has supervised and inspired. 
His keen knowledge of tax affairs, the law and the great metropolitan center 


where he lives and practices, among other places, will stand the Association in 
good stead. 


He has requested me to detail some of the fast approaching activities and 
events. 


Mailings to Members 


Shortly the membership will receive several communications bearing directly 
on the New York Conference. Among these will be: 


1. These N.T.A. Notes. (See top of this page and also page 192.) 


2. A communication from the Harrisburg office enclosing the Preliminary 
Program and the letter of Secretary Leo Mattersdorf advising the mem- 
bers of the report of the Nominating Committee and the proposed 
amendment to the By-Laws as approved by the Executive Committee at 
its recent meeting on June fifteenth. Because of the provision in the 
By-Laws requiring a period of notice in regard to these matters, it is 
anticipated that this mailing will go out on July first. Also enclosed will 
be the Statler Hilton Hotel reservation card which should be mailed to 
the hotel AS SOON AS POSSIBLE. Please specify the rate and kind of 
room desired and the length of your stay at the hotel. Speed in sending 
this card will facilitate registration both at the hotel and at the Conference. 


3. A communication from Honorable Nathan H. Mitchell, Executive 
Chairman of the Local Arrangements Committee for the New York 
Conference. 





No. 2] NTA NOTES 


Houston Conference Proceedings 


There are always some unavoidable delays in regard to the publication of the 
Proceedings. This year was no exception. 


However, the program at Houston was particularly good, as so many people 
have agreed. In editing the Proceedings, I was more than ever impressed with 


this fact. For instance, not only was there fine quality in the scheduled addresses 
on subjects of taxation and finance, but also in the discussions which followed 
these talks in all of the Concurrent Sessions. The ample time allowed for free 
participation of the attendants at these Sessions made them most interesting and 
resulted in interesting, informative and instructive reading matter. 


Please take time to peruse these Proceedings. 
1961 and 1962 Conferences 


At Minneapolis I had the opportunity to sit down and discuss plans for the 
1961 Conference to be held at Seattle, Washington, with a number of Wash- 
ington members of the National Tax Association in attendance at the N.A.T.A. 
meeting. The attractiveness of the scenery of Seattle and its surroundings is 
widely known. Opportunity will be given all those in attendance to take in 
these wonderful sights. The Olympic Hotel is adequate in every respect. The 
Conference headquarters will be there and it is large enough to take care of the 
total attendance. The Conference will open with a reception on Labor Day 
afternoon, September 4, and will conclude on Friday, September 8. The weather 
there is usually fine at that time of the year. Of course, it is too early for me 
to give you full information, but it is not too early for you to make your plans 
to be there. 

Also at Minneapolis at the meeting of the N.T.A. Executive Committee, 
decision was made to hold the 1962 Conference at the Fontainebleau Hotel in 
Miami Beach, Florida. Here again, the Conference will be Labor Day week and 
will open with a reception late the afternoon of Monday, September 3, and con- 
clude on Friday, September 7. This will be the first Conference of N.T.A. to 


be held in a resort area in a number of years. I can assure you that the appoint- 
ments at this hotel are magnificent, that it is entirely air conditioned, with 
wonderful beach front, bathing pools, etc., and that it has the largest number 
of rooms available of any Miami Beach hotel, and that adequate space for guests 
and meetings have already been set aside. It is not too early to mark down the 
time and place and to make plans to be there. 
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New York Conference 


I feel constrained to conclude these Notes (except for the usual membership 
plug) with a special appeal to you all to attend this great Conference at which 
the opening reception will likewise be on Labor Day afternoon, September 5, 
1960, at the Statler Hilton Hotel in New York City. As President Walsh has 
said, this will be a great Conference. Commissioner Joseph Murphy and Deputy 
Commissioner Nathan Mitchell and their able Committee are bending every 
effort toward your entertainment. Chester B. Pond, the Program Chairman, 
is doing an outstanding job. Live subjects will be discussed. The interest in 
the program in the Committee itself is best expressed and illustrated by the fact 
of an attendance of 16 out of a total Committee membership of 20 at a recent 
meeting on May 27 (right before Memorial Day) at the Statler Hilton in New 
York. 

The Local Arrangements Committee will hold a meeting at the Statler Hilton 
on June 23. President Walsh, Secretary Mattersdorf and I plan to attend. 


Membership 

The coming New York Conference should stimulate membership activities 
and bring results. It is hoped that many of our visitors, including delegates 
appointed by the several governors of the states and of the province of Canada, 
will join the Association and participate in its affairs and, through becoming 
members of N.T.A., will enjoy not only the future conferences of the National 
Tax Association but also its publications (Proceedings and NATIONAL Tax 
JournaL) which literally go to all parts of the world and for which requests 


are coming from everywhere in increasing volume. 


PLEASE USE THE ATTACHED CARD 
BE PROUD TO PROMOTE N.T.A. MEMBERSHIP 


WALTER J. Kress 
Executive Director 








NATIONAL TAX ASSOCIATION 


Organized 1907—Incorporated 1930 


OBJECT. 
profit-making 


The National Tax Association is a non-political, non-sectarian, and non- 
educational organization. Its object, as stated in its certificate of incorpo- 
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OFFICERS 


Warren W. Warsu, Hawkins, Delafield & Wood, New York; Chapman, Walsh 
& O'Connell, Washington, D. C., President 

Paut E. Ayea, University of Alabama, Tuscaloosa, Vice President 

Leo Martrearsporr, Bates, Mattersdorf & Allen, New York, Secretary 


Les P. Mixer, Citizens Fidelity Bank and Trust 


Company, Louisville, Treasurer 


EXECUTIVE COMMITTEE 
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fifteen elected members, and two honorary members 


Elected Members 


M. P. Brocan, Northwestern Bell Telephone Com- 
pany, 

ee oe CO ioner, Mil- 

F. E. Greacn, Chesapeake & Ohio Railway Co., 
Richmond 

James C. Kenapy, Great Northern Railway Co., 
Saint Paul 

Wuuam Kinesrer, New Jersey Division of Taxa- 
tion, Trenton 

LL Lernincen, Oklahoma Tax Commission, 


C. Warp Macy, University of Oregon, Eugene 
E. L. Maywaarp, Illinois Dept. of Revenue, Chicago 


Ex-Presidents 
Stan.eyY J. Bowers, Ohio Tax Commissioner, Co- 
lumbus 


H. Kannetu Aten, University of Illinois, Urbana 
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Bank and Trust Company of Chicago 
Puiu S. Rosma, Transcontinental Gas Pipe Line 
Houston 


Corp., 

Louis Scuremer, E. I. du Pont de Nemours & Co., 
Wilmington 

Lawrence E. THompson, Harvard University, 


Boston 

Treopore K. Warner, Jx., Pennsylvania Railroad 
Company, Philadelphia 

Ronatp B. Wetcn, State Board of Equalization, 
Sacramento 

Joxun A. WiitiaMs, Missouri Tax Commission, Jef- 
ferson City 


Honorary Members 
RonaLp M. Burns, Deputy Provincial Treasurer, 
Province of Manitoba, Winnipeg 


Pritre T. Cranx, Comptroller of Revenue, Prov- 
ince of Ontario, Toronto 
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